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INTRODUCTION 


THE FIRST HERMAN rditioii ol‘ tins l)()ok appeared in lOM). 
Sinee then the book lias jL^one through five* more editions and 
has be(‘n translati^d into Spanish and Italian. Th(‘ prc'si nt 
English translation is based on the sixth (iernian edition. 

The author was Professor ofEeonomies at the University ol* 
Freiburg, Germany. Prol'essor Eueken was a student at a tinu' 
when the Historical School dominated the t(‘aehing of (eono- 
rnics at the (ierman universities. Although, at the beginning 
of his career, he did some work along the lin(‘s of the llistfirieal 
School, neither the aims nor the nudhods of historical res(‘areh 
in the field of economies as practised by the representat ive's 
of the Historical Scheie)! satisfied him; and the fact that the 
members eif this seheieil were unable' tei explain the* e^auses eiC 
economic events such as the Ge'rman inflatiein alter Weirlel 
War 1 was an added reason for him te^ turn tei e'e'einomie tlu'eiry. 
He became, among German eceinomists, the* feirerneist eipponent 
eif the Historical School, whiedi he critieise*el in se\ eral publie*a- 
tions. Threiugh his writings and his teae'hing he (contributed 
his share to the re'vi\’al of intere'st in economic theeiry which 
was noticeable in the 'twentie's. Anel he was one of the few 
economists l(*ft in (iermany whei helped to keep this interest 
alive during the ’thirti(*s and during World War II. During 
this time he published Kapilaliheoreiische Untersuehungen 
(1980), and the present volume, which imnudiatcly gave rise 
to an extensive discussion in (ierman economic journals. 
Some of Professor Eucken's articles should be mentioned as 
supplementary material to the present volume: in particular 
“ Die t’Jberwindung des Historismus” (in Schmollefs Jahrbarh, 
1938) and “Wissenschaft iin Stile Schmollers” (Weltwirl- 
schaftliches Archiv, 1940). 

The success which the book had in German-speaking 
countries was undoubtedly due partly to the fact that it 
filled a gap in the literature w^hich was perhaps more acutely 
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felt there than in otlier eountries. The eentra.1 theme of the 
l)ook, the dual as|K*et of eeonornie problems >vhi(*h has led 
to a dual ap])roaeh to them, one historical, the* oth(‘r theoreti¬ 
cal, is, of course, an old one. It was extensively discussed in 
the latter part of the nineteenth e(*ntiirv, the main pro¬ 
tagonists in the eontrovt‘rsy beinp S(‘hmoll(*r on th(‘ oiu* hand 
and Mender on the other. Both had wc'i^htv ai'^nnaads on 
their side. Th(‘ historians could rij^htly claim that th(‘ economic 
development of a country in any givcai period is ])arl ol* th<‘ 
^eiUTal historical dcvclopmi'nt, can there Ton* only be under¬ 
stood a<?ainst the background of a knowledge* of the polit ical, 
social, and intelh'ctiiral history of tli(‘ time*, and cons(‘qu(*ntly 
must b(* treat(‘d by the m(‘thods characteristic of historical 
rcvseai'ch. Their opponents could claim with equal ri^ht that 
these nu'thods do not (‘uabU* us to explain the int(*rrelation- 
ships within an economic systian, i.e. do not allow us to trace 
obs(‘rved economic facts to their economic causes. The issue 
was nevea- settl(*d satislaetorily. M(‘u^a*r was unable to con¬ 
vince th(' lollowcrs oi‘ the Historical School and Sehmoller 
unable to convince the follow(‘rs of the Theoretical School; 
and th(‘ study ol’ ecoiuanics after the controversy had died 
down j)roceeded as lu^lbre alon^ two entirc^ly ditferent lines. 

The events ol* the last tw(‘nty years in (Germany and the 
world were bouiul to t^ive ris(‘ to a n(*w discussion and a new 
a[)proach to the probhan. Th(*v seemed to olfer ample proof 
that nothing could be further from the truth than Sombart’s 
statement that political events do not deeisively influence 
eeemomic developments. The impact of political revolutions 
on the economy b(*cain(‘ so obvious that many of the younger 
^eiKTation in (hTuiany drew the conclusion that abstract 
economic theory could contribute next to nothing to an 
understanding of (‘cofiomic reality. It seemed much more 
realistic to trace the eco]H)mic dev(*lopnK‘nt of a country in a 
giv(*n period dir(*ctly to tlu* great historical (social, political, 
and inti‘ll(‘clual) forces which characterised th(‘ period. 
Economic theory, never as lirmly (‘stablishcd in (iermany as 
in Anglo-Saxon countrit s, seemed again destiiu'd to take to the 
defensive'. 

Th(' author took up the chalh'uge' which this situation 
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piTsenled. What is mpiiivd for a full imdcrstaudin^j of econo¬ 
mic* iTality anywhere and at any time? This is the main 
(jiicstion whic'h ttie hook attempts to answer. At a time* whe n 
many theorists seem to coiK*(‘ive of th(‘orv as an exercise in 
loyie rath(‘r than as a tool the* ultimate* |)ur])ose of which is 
to help explain eeoiiomie rc‘ality and when many historians 
eonsid(‘r ceonomicr theory as an unnee(‘ssary tool in their 
workshop, a hook should he woleome w^hierh starts out from 
the ohserv’ation ol' sim]il(* (*(*onomi(* facts ])iirj)oscly taken 
from (‘V(‘rvdav economic lilc; dcvcloj)s out of tlicm a ^^(‘ncral 
coneeptual aj)paratus; r(‘turns to the fa(*ts hy indicating how^ 
this apparatus ca.n In* appli(‘d to. and is indispcnsahlc for, an 
understandin^jf of economic r(*ality: and in tiu* process give's 
an answ^cr to the prol)lem e)f the* respective* role's e)!’ the 
e‘cone)mie historian anel the eee>ne)mic tlie'orist. 

Althe)ugh this he)e)k deals wuth a nu'thodological prohlcm, 
the readc'r wall find it very diflc'rcnt from the* standard type 
of treatise on mc*thodole)gy. He wall not linel ahstrae*t elis- 
cussiems of the ‘‘inducftivc” or '‘dc'due'tivc’' me*the)el in 
ccemomics, or of the; rclatiemsliip of tin* se)cial seie'ne*cs to the 
natural sciences and the like*, topics wdiich arc usually treate'd 
at le'nglh in mcthe)de)le)gi(!al literature. The stre)ng fee ling for 
e*ce)ne)mie rc*ality, the* wide knowle'dge of cce)nomie histe)ry, 
the convietiem that the appropriate pre>e*eelure in e*ea>ne)mics 
cannot he found hy abstract reasoning about mc'thodology 
hut is dietateel by the charae^ter of the econe)mie* problems 
themselves, the author’s approach te> his problem and his 
results give the book a characteristic stamp of its own. 

F. A. Lutz 
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OVER THE LAST hundred years niiineroiis diflerent ellorts 
]m\c been made by eeononiists to achieve a better under¬ 
standing of the (^eononiie world. Tlu‘ classical economists 
built up a system of remarkable logical eonsistincy, and 
developed the meiliods indisp(‘nsabl(‘ in (‘eonomie analysis. 
But they were unable to attain to a complete understanding 
of the modern economic* world, this world of industrialism, 
new kinds of social problem, cyclical fluctuations, and of the 
modern struggles for (‘conomic power. The more* pressing tlie 
contemporary problc ins became*, the more intolerable^ became 
the gulf between economic science and tlie real world. 

The two most powe'i’lul developments in ecojiomics in the 
nineteeaith ce‘ntury both arose from an effort to understand 
the* re‘al ccojiomic world better: these were the Tiistorie*al 
School, and the modern system of economic theory. Menger, 
Walras, and Je‘Vons and the othe*r masters, who planne*d and 
be*gan to build the mode‘?*n structure of economic theory, 
w^ere aiming at a better grasp of economie* reality by tliinking 
afresh over the basic conditions of e conomic lil’e, Tiie* approach 
of the Historie^al School was e*ntirely different. Re*jeeting 
theory, they engaged in e*xtensive descriptions of particular 
branches of industry, of the social conditions of different 
ce)untries, of agriculture, and e)f much e*lsc be‘sieles. These were 
all seen as part e)f a proee‘ss of historical elevelopment and 
e^onstructe^d into “siages” and “styles” of econennic develop¬ 
ment. Howeve'r dilfe*re nt the two me)vements may have been 
in their met hods and results the impulse behind them was the 
same: the desire for a gr(*ater understanding of* the real 
economic world. “Both followed the spirit of the time in 
rejecting speculative theories and seeking their results in the 
realm of observation”, as Friedrich von Wieser pointed out in 
1891. 

The th(*ori(*s of economic de^'elopment and of economic 
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fluctuations both have tlic same objeetix e. Hy understanding 
the course of (‘eonoinie developmeiit they Jiim to approacli 
near(*r to economic reality and bridges tlie gulf bet\V(*eji 
analysis and tlu* real world. The theory of full employment is 
also seeking to introduce* more realism into e(‘onomic scienee. 
In this it ])rocee<ls very far. Its propounders believe that 
economic analysis should abandon proportions, relative prices, 
and marginal ciuantities of goods, and conduct their analysis 
in terms o\'a<^*^re^a1es ol* consumption, produ(*tion, investment, 
and savings. In this respect they follow in the way of the 
Mercantilists. Vsv are not eoneerned luTe to criticise; we only 
want to (*mphasis(‘ that the th(‘ory of full employment too is 
aiming at a better understanding of the r(*al economic* world. 

This book is in the service* of tiu* same cause*. Centralised 
planning, full employment pe)lieie‘s, ne‘w forms of economic 
crises, and an unusually rapid e*hange in the daily facts of 
economic life are compelling (‘conomists e)ne*e again to put to 
themselves the c|uestion of how a grasp of the real eeone)mie 
world ('an be e)btaine‘el. The* me)dern (*eone)mie Avorld is 
continually fae*ing the eeofiomist with new e»laims, anel it is 
these claims that we are trying here te) answe r. 

Our conclusion is that the analytie*al apparatus of (‘(‘e)nomi(*s 
must and can be exte-neled te) ine*lu(le a me>r})he>le)gieal study 
of ece)ne)mie ])hen()nKna. This niorphologie*al study of 
economic history reve*als a limite*d number of j)ure forms out 
(fl‘ which all actual e*e*e)nomie systems ])ast and j)resent are 
made up. Te) work e)ut tli(*se pure forms, anel at the same time 
provide a basis for theoretical analysis whieli will exjflain tlie 
course? ol’the econornie* process, are our two tasks. In spite e)f 
all the changes whie*h economic elevelopment brings, a certain 
constancy of Ibrrn is obs(;rvable. We should ne) !e:)nger ee)n- 
centrate in e)ur scientific thee)ri(*s on trying to k(*ep up with 
the* rapid day-to-elay d(*velo|)ment of the (‘Cone)my. Such 
attempts se‘rv(; only to remind one* of Tantalus, always 
grasping too late at the fruit as it move*d furtlier and further 
away from him. We are aiming rather at constructing a. 
morphologie*al and the;()re?tical system which is able to com¬ 
prehend all economic life, liowever it may deve*lop, and which 
is able to catch, as in a net, the changing shape* of eeoiK)mic 
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roality. Along with this morphological system it may also be 
possible to mak(‘ riill use of earlier theoretical achievements 
for our modern problems. 

The d(‘V(‘lopm('nt of economies in the Anglo-Saxon eountries 
was (juite dilfercMit from what it was in (iermany. In the 
1870’s English political ('conorny underwent no such profoimd 
impact as that of th(‘ Historical School in (Germany, and the 
transition from classical to modern economic tlu'ory was not 
by “r(*volution”, but proeec^ded gradually under the sure 
leadership of Marshall. (Continuity was, th(‘n, the characteristic 
of (‘conomics in the Anglo-Saxon world. Hut recently it has 
be(‘n entirely dinmait. A sudden crisis has aris(‘n. Keynesian 
theori(vs start IVom din‘('ri‘nt problems and work with different 
methods and (categories from those which wenc |)reviously 
dominant.. Mu(?h that secaned seccure has now Ix'come 
(piestionable; and this crisis has spn'ad to the (‘conomie 
thought of all countri(‘s. 

In such periods of inucertainty it may b(' of‘ value to turn 
back to the elementary Jacts oJ* th(' (‘(‘onomic world and put 
all ideologies firmly on one side. Pre viously the aims of this 
book would not have been so undc'rstandable to the English 
or American reader as they may be in the present situation. 
As w(' })enetrate into the actual conditions of* (‘conomic life 
it Ix'comes cl(*ar that a prccist* grasp of the* r(‘al (ccconomie 
world demands an understanding of the different forms in 
wliieh economic activity tak(\s place*, and therefore that a 
morphological analysis must jn’c'cede a theon‘ti(‘al analysis. 
So I believe that it is just th(c morphological suggestions in 
this book which may l)e of interest to English and American 
readers, ])articularly IVojn the point of vi(*w of the funda¬ 
mentals of economic policy. 

It is a specially jdeasant duty for u\v to thank Mr. T. W. 
Hutchison, who has undertaken with so much understanding 
the work of translation. 


Freiburg^ im Breisgau, March, 1950 


Walter Eucken 



TRANSLATOR’S NOTE 


1 sirouj.i) LIKE to ofl(T a short cxplaimtion about my 
translation of two of tht‘ most important terms used by 
Professor Kueken in this book: Wirtschqftsordnung and 
Wirlschaftssystern, It seemed sale to start by translating these 
as '"economic order” and “economic system” resj^ectively, 
and th(‘re would be obvious advantages in choosing such 
near ecpiix^ak^nts. It soon becomes clear, howev'er, that 
“economic system” by itself is not adequate as a translation 
of Wirlsvhafissystein. In Prc)f(‘ssor Eucken's ttTminology this 
word is a])plied to a strictly limited range of limiting cases, 
abstract models, or type s of economic system (or “order”), 
which th(‘ common English term “economic system” would 
quite hiil to indicate. 

Much awkwardness also follows by keeping to “economic 
ordi'r” as a translation of WirtseJuiftstyrdiim^^^ It is, perhaps, 
a rather minor obj(‘ction that the term “(‘(»onomic order” is 
com[)arativcly uncommon in English, (‘xcept in a more 
abstract sense (as in Professor Hayek’s title Indhndnalisni 
and Kcoiioinic Order). More important is the awkAvardness that 
arises in trying to translate a passage lik(‘ the following 
(.5th Ed., p. St): 

“In Landwirtschaft, (it‘werbe, Handel und ini Verkehr 
gab und gibt es in alkai lijindcrn stets Teilordnungen; . . . 
Alle dicse Teilordnungen greilVai jewcils ineinander und sind 
lediglich (ilieder der (lesamtordnung, d.h. der jeweiligen 
Wirtsehaftsordnung . . . Tm 20. Jahrhundert weehseln die 
Wirtschaftsordnungen in den einzclnen Staaten . . . schr 
raseh, und es besteht ebenfalls ein Ncbeneinander sehr 
verschieden gcarteter Ordnungen; man vergleich(‘ etwa di(‘ 
Wirtschal'tsordmmgen von England und Russland und Japan 
wie sie 1935 waren. . . 

It seems very ungainly to write extensively in the plural 
about “economic orders” and "‘partial orders.” It occurred 
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that the plural {ordnunge^t) might he translated as '‘kinds, or 
sorts, of* order’' (or of partial order), whieh is more involved 
if not so awkward-sounding. After niiieh hesitation 1 deeided 
against this solution, serapped “(Tonomic order” altogether, 
and translat(‘d IVirtschafUorduung as "eeonomie system” and 
Wh'tschaftssy.sinn as ''(ahstraet) type of economie system”, 
whieh brings out that this appli('s simply, as in Professor 
Kueken's tiTininology it does, to a limited rang(‘ of ''pure” 
or abstract types. It still remains that the balanee of advantage 
in favour of this (or any other) solution seems very line. 

J am very grateful for th(*ir suggestions and assistance to 
the lat(‘ Professor Kuekcai himst lf. Professor F. A. Lutz, and 
Mr. M. A. Mieluu l, avIio hav(‘ done niueh to rcaider this English 
V(‘rsion a less ina(l(‘(piate eounte rpart of its (i(*rman original 
than it otluTwise would liavt* b(*(‘n. 

T. W. TIi TeiiisoN 



Pari / 

THE FIRST MAIN PROBLEM OF ECONOMICS 



('hapltr 1 

THE MAIN PROBLEM OF ECONOMICS AND 
ITS ORIGIN IN EVERYDAY LIFE 

I. Facts aad Quest Ians 

1. The First Apjtraach 

2. The Five Aspects of the Main Frahtetn 
An Addition 

t. ('riticism and ( anntcr-Friticisnt 

II. Ererijdaif F,vpericnee 

1. FA(‘TS AND QDKSTIONS 

I. The First Approach 

“J'or thr(‘e hiindri'd years’", Hippolyti^ 1'jnne onei* said, 
‘*\ve have been losing' more and more tin* ability lo look at 
things directly. Wei^h(‘d down by t(‘dious inise(‘IIan(‘oiis liook- 
1(*arning \v(‘ lind onrsel\'es studyiiijo^ not th(‘ olijeet s tluanselves, 
but mere ri^jiresentations of them, maps leather than the actual 
landscape*.” Tt is certainly true that ev(‘ry science and every 
culture, as it develojis, comes in danger of losing its direct jtjrasj). 
When this happens, it is time to ]>ut v(*rl)al ar^ji^umcnts on om* 
side, to forget about empty eone(‘j)tual systems, and really to 
study the li(‘ld itself. Keonomics is now in this position. Tt can 
only lind a linn foundation )>y looking sipiarely at the facts 
and by putting simple d(*eisive ejuestions about them. 

Like Descartes ne‘arly thice hundred years a^o, I am 
standing in front of the* stove which is heatin^^ my room. It is 
epiile an ordinary sto\ e, but to look at it preimpts me* to ask 
the* most fune]ame*ntal e]ue\stions. Dese^arte*s, see*ing the stove 
in front of him, looked at his coat anel felt the* writing paper 
with his hanels, and aske*d: “Is this real? Or is it an illusion? 
Do I exist myself? What is truth?” This radie*al kinei of ejucs- 
tieming and doubt is the busiiufss of tlui philosophe*r, not of tlie 
student of any particular science, anel so not of the ecemomist. 
We do not eloulit, as Descartes did, that the stove in front of 
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us is t lier(\ us urc the table, the coat, and the paper, We start 
from ex eryday exp(‘rience and do not enquire Iiow this conies 
to exist. PVir us to pose the philosopher's (juestions would only 
lead to a dan^(Tous and inexcusable eonlusion of problems, 
though this is certainly a confusion that often occurs. 

Although the scientist starts from everyday experience his 
(|U(‘stions go rnueh d(‘ej)er than do those of the naive man in 
th(‘ street, and he can never take ( veryday experience for 
grant(‘d in tiu* same uneonc(Tned way. What is the material 
out of which tlie stox e is construct(‘(l, asks the scientist. This 
(|uestion alone gix es rise to a host of others wliieli lead back to 
atomic pliysies. Why doc s t h(‘ stove giv(‘ out a particular quan¬ 
tity of warmth? This leads us on to th(‘ theory of hc'at. f/wr 
(|uestions are dilferent. Why was th(‘ stov(* produe(‘d at all? 
Why was it set uj) in this [lartieular room? These seem fairly 
simple* (ju(‘stions. Heeause* it is cold in wint(*r is obviously a 
correct answer. But we know from (‘veryday (‘xperience* that 
many dilf(‘r(‘nt kinds ol' sjieeialisi^d ser\'ices eo-op(‘ra-tcd in the 
making of this stove, from those of the man who installed it, 
back to those ol* the miiu'rs of the coal and ore, and to those of 
the metal worker who helped make the mining machinery. The 
number of those eo-operating is inealculabh*. The ore was 
brouglit in sliifis toCiermany, sothe workers who fixed the rivets 
in the sliijis indirectly contributed to the* jiroduction of the 
stove. How was the eo-oj)eration of all these services arranged 
so that they all contributed linally to the making of this stove? 

The same sort of (piestion arises ifom* looks at the table in 
front of one, the window, or writing pa[)er. Tlie production of 
everything I sec in my room has come* about through this huge 
process of division of labour. Here is a problem which eoncerns 
us all. How is this process with its far-reaching division of 
labour controlled in its entirety, so that everyone comes by 
t he goods on which his existence depends? To understand (*ven 
how the stove that heats my room xvas produe(‘d we have to 
know how this whole jirocess hangs together. 

2. The Five AspecU of the Main Problem 

This is the problem we have to deal with. It is an important 
one, although its importance was not Jully realised before the 
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eight(‘ontli century. How docs it confront ns in ( veryday life? 
In the course oi‘the day I have eat(Mi particular (juantities ol‘ 
bread, meat, and vegetables. I have had iny stove* burningaud 
have had the el(*ctrie light on for several hours in rny room. 
Some of my needs for to-day have thus l)(*en met. I have not 
been able to satisfy otheT ]u*eds lu'eaiise* J have* not had Ihe* 
means. Other pc*oj)le\s expe rience* has l)e*e*n just the same. How 
is this whole pre)e*(*ss e)f sewial pre)eluetion so elireeteel that 
people have to-day be*en able* to meet some of their ne eds and 
not othe*rs? Te) put the same ejue-stion from anedher pe)int e>f 
view: Why is this fie*lel sown with wheat and that with tobaee*o 
anel a thirel with sugar-be*et ? Le)oking elown from an ae ro¬ 
plane*, we we)ulel see the* e*artirs surface eli\ ide el up l)elwe*en 
eline*re*nt ere)ps, anel lanel of similar epiality being usesl for 
elifierent pre)elue*ts. How anel why ele)e‘s this e*e)me about? It 
doe*s ne)t see'rn that this elistribution of the lanel be‘twt‘en 
elillerent uses happens at ranele»ni. On what de) the* dee*isions 
about th(*se uses ele*pe*nel? This is e)b\ iously a (|ue*stion e)f 
fundamental impe)rtane*e'. The provision ol' the* peoj)le‘ with 
breael, te)l)ae*co, sugar, and e)ther (*e)nsume*rs’ goods, ele*pends e)n 
the way in whiedi the* lanel is use*el. He)w are* su))|)lie*s e)f labour 
elire‘ete‘d to dilVeivut partkadar use*s? Why will the iron e)n 
which a weirke'r is working to-elay late r be* use*el ])artly fe)r ship¬ 
building, partly for a brielge*, and partly in the* ironware 
inelustry ? In short, why anel how are the available re*soure*e*s in 
lanel, labemr, anel linishe*el anel half-tinishe*el ge)ods eliree*te*d to 
diflere'ut uses? That is our iirst question. 

Secondly: the skille*el worke*r B who works in a machine-toe)l 
faete)ry is paid 400 marks a month. For his e*ontribution to the 
making oJ‘ many edhe r gf)e)els in the preKluction of which these 
mae)nne-toe)ls are* use d the tirm pays hinj 400 marks in mone*y, 
anel he* uses this sum te) purchase a certain quantity e>f ee)n- 
sume rs’ goe)els. Why do this man and his family gc*t this par¬ 
ticular share of the goexls produce*d in (iermany this ye*ar? 
Why ne) me)re aiiel no le*ss? For many millions e)f pee)ple the 
same epK*stie)n can l)e* asked, and their shares will be fe)unel to 
be entirely diflerent. Some get e>nly a quarte*r or a half e)f the 
j)ay B gets, others more or very much more. C has an account 
at a Savings Bank and gets 40 marks interest e*aeh month. 
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Why is tiuit so ? I low is the liuge stream of consumers’ ^oods 
divided up aloii^ difl(*reut (flmimets, and how does it iinalJy 
disapj)ear in dinV'riiij^f (quantities and compositions into the 
individual houscdiolds? 

This second iiuestion, the (question of distribution, can be 
ap{)roaelied from another an^le. Countless men hav(‘ con¬ 
tributed to the ])roduetion of the stove we lia\'e been talking? 
about above, and they did not do this for nothing. TJu* sho{)- 
keeper 80 marks for it. Is thi‘r(‘ any relation b(‘twtH‘n tlujse 
80 marks and the income of those eontributinqjf to the pro¬ 
duction of the stove? If so, what? What share does each 
individual ^;et, Ix^oinniny; with the (halcT and the workers in 
the fa(*tory? This, too, l(‘ads us much farther arK*ld to such 
(questions as the in(*ome of tlu* mine-owner, tlu* blast-furnace 
man, and others. 

Thirdlij: the |)roduetion of a stov(‘ takes time, while the 
serx'iees it rejiders last over many y(*ars. Kv(‘n if then* is some 
kind of relationship l)eiw(*eij tin* 80 marks I ])aid for tin* stove* 
and the wa^(*s of the miner, tlu* transj)ort work(‘r, and all the 
others who (‘ontribut(‘d to its prodiiction, most of th(*s(* 
workers received their iiuromes lon^^ before I l>ou^ht the* stov(* 
and bcfifan very gradually to eonsimu* its services. Many of the 
workers who worked dir<*etly or indir(*etly on the stove us(‘d 
their incomes for buying fo(xl and consumers' goods long 
bef(jre it began to yield consumption services. How was it that 
consumers’ goods were available for thos(* who work(*d on tlu* 
stox e many mont hs and years before it began to satisfy a ne(*d? 
Kxaetly the same (question is to be asked about tin* im^onie of 
H, the skilled worker. F(‘rha|)s many years will f)ass IxTore 
consumers’ gcxxls, lik(* sh<x*s or clothes, an* finish(*d with the 
aid of the maeliine-t(x)ls lu* has heljx‘(l to make. How was it 
that the pnxluetion of th(* clothes and sh(x*s which li n(*e(ls 
this week was begun months and years previously, and how is 
})roduction set going to-day so that then* are no interruqdions 
in tlu* provision of eonsurncTs’ g(X)ds in the future? 

In whatever (lir(*etion we l(K>k wc come across the time 
structure of production. The peasant A gets to-day 60 litres of 
milk from his cows. H(* may sell it to a dairy and thus helj) to 
provide milk for to-day and to-morrow. If tlu* milk goes to his 
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calves it is helping to provide milk in the more distant I’lituri'. 
In the one case }>rodnetion is directed to meeting n(‘(‘ds that 
are nearer in time, in the other case to more distant needs 
expected in th(‘ rutiire. How does this temporal dir(‘ction ol‘ 
production come about? A ton of wrought iron ready and 
available' to-day can be used for sho(!-making machinery. The 
shoes are consumers’ goods, and if a shoe-making machiiu? is 
worn out after fifteen years, then all the in[)uts of wrought 
iron have ripem'd into consumption goods, or aj^proximately 
so. But if the wrought iron is used for eonstrueting a blast¬ 
furnace it will take much lojiger, jxrhaps many decades, 
before its service's can be rifie for consumption. 

Needs in the pres('nt, and in the near and distant future, are 
thus competing for satisfaction. How is tin* eomp(‘tition 
decided? This is where all the problems of investing and saving 
come in. 

Oy\r fourth epu'stion is related to tlie third ()nt‘. As to the 
niac'hinery a shoe factory should us(‘, or tlu' methods of pro¬ 
duction whieli could be us(‘d for eonstrueti?ig a sto\ (', tiu're 
will always be alternative possibilities. Many such tc'chnical 
possibilities exist and tlu'y have espeeially increased in recejit 
times. The industrialist, farmer, transportc'r, and (^veii each 
hous(*hold, have continually to decide and choose the t(*eh- 
nieal jnethods to be applied, even if tlu^ (pjestion is only one of 
(h'ciding whether to use one’s feet, a bicycle, a motor-bieyele, 
or a car. This ju'obh'in of elioosing whi(*h process to adoj)t out 
of a number of possibilities is an (*eonomic one, AVhat are tlu^ 
reasons behind any particular solution to it? Economic his¬ 
tory mak(‘s it eh'ar how momentous such decisions may be, 
and how many men’s destinies they may determine. The social 
(;liang('s brought about simply by the introduction of the 
]K)wer loom were in many ways revolutionary. 

Fifthli/ and lastly is tlu* question of xchcre the stove was 
c(^nstructc*d, \\ lu re the metal was obtainc'd and th(‘ ore. Wliy 
did the trader buy tlu' stove from a factory in the Rhineland? 
Why was a factory for stoves located there? Why was the iron 
|)roduced in Essen and th(' ore bought in Sweden? Why is the 
j)roduetion of coal, cement, corn, and beer distributed over the 
country in a particular way? And why are tJie retail shops and 
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hotels ill a city located as they arc? A lard’s-cyc view of the 
earth would show str(‘anis of different p^oods, large and small, 
moving by land and sea to particular points. Between one 
country and another, for example between (iermany and 
Sweden, goods are daily moving to and fro. At the same time 
there is a constant exchange* of goods f)etween one part of a 
eountry and another, between town and countryside, betweem 
one village* anel anotlu r, or within single* towns. Every factory 
ge*ts raw materials and half-finishe*d goe)els jre)m particular 
])laee‘s and ele lix ers its |)roduets te) j)art ieular plae*es. All pro¬ 
duction take*s jdaee* in a certain sjiatial setting, and from the 
|)laee\s of proeluetion e*ountless stre‘ams anel e*ounter-streams 
of goods move to and fro. How is proelue*tie)n directed 
s pat i all If ? 

The‘se‘ li\e (jueslions, arising as the‘y elo from the eliiret 
ee)nt:emj)latie)n of our imme*diate‘ surrounelings, are not 
inele*penelent. Tlu'y simi)ly express different aspects of one and 
the same problem, lejoked at from five different vie*w[)e)ints. 
That this is se) e*an be seen fre)m the e‘eone)mie aetiems eif a 
single j)easant, who sells in Novembe*r a particular pe‘ree*ntage 
of his wheal e;rop, and sows ane)the*r. He then decides not 
simply how he is going to use his land, but also tlu* time- 
structure of his production. As h(* sows he chooses a particular 
location and particular technical methods. As a r(*sult of all 
th(‘s(* ehoi(;es a certain income accrues to him. In (‘V(*ry factory 
c(*rtain goods will be produced in certain (piantiti(*s year by 
year, and also certain incomes will be rect'ived by those taking 
part: the fm^tory is located in a particular j)la(re, s(*nds goods 
to particular destinations, uses particular t(‘chnieal methods, 
and by its purchases directs streams of goods temporally in a 
parti(mlar way. All these choices and activities an*, of course, 
indissolubly bound up with one another. 

The whole economic process, of which c\'crv firm and c^very 
household is simply a j)art, is a unified proc(*ss. Tlu* dir(*ction 
of production to satisfy different kinds of needs, the time- 
structure of production, the nature of distriV^ution, the use of 
particnilar technical methods and particular locations are all 
decided tog(^ther. They are all concerned wnth meeting the 
existing scarcity of goods. We want to ask how^ this process 
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hangs together as a whole^ in order thereby to understand the 
individual events of everyday economic life. 

3. An Addition 

A skilled worker earning tOO marks a month in 1929, in 
1930, after the introduction of short time, got only 300 marks. 
At the same time the prices of important consuriuTs' goods fell, 
so that he could still buy per y(‘ar rather more than three- 
(piartcTs of what he could previously. A rolling mill in West- 
f)halia in 1930 eiit down its production of medium plate as 
compared with 1929, but produced just as much line ()late as 
in th(‘ previous year. Tlu* building firms C, I), and E in Jlerlin 
lacked contracts and dismissed a large numb(*r of workcTs, who 
lived on unemploynuait relief, some cultivating their private 
allot m(‘nts more intensively. The exports of th(‘ chemical firm 
II in Ii(‘ipzig to the countries of western Europe fell off, as did 
th(‘ turnover of Hamburg and Ilremen importers. Other firms, 
for examj)le the thread factory (i, k(^pt up their activity in 1930. 

These mov(^ments are what constitute tlu? fluctuations of the 
trad(* eyck?. R<‘cently there have been siurcessful attempts to 
d(\serib<? them statistically for single countries or for the world 
as a whole. Such statistical accounts are ecTtainly useful, but 
it rcmiains particularly important to k(*ep in mind the original 
facts of (‘conornie Hie as they occur daily in factories, work¬ 
shops, offices, farms, and households. While inve^stigating 
r(‘Iationships in the economy as a whole we want also to find 
out the causes of its fluctuations. 

The vital importance* of the whole problem should now be 
evident. It is changes in their conditions of life which rouse 
m(*n to an understanding of scientific problems. Most people 
take the functions of the body for granted as long as they 
rc*main normal, and only wlien illn(*ss comes will they some¬ 
times ask about, or at least feel the significance of, problems 
of physiology and biology. Iji trarupiil p(*riods few people? 
ask (piestions about history, but in times of revolution many 
wish to disco\'er the formative factors in history, its forces and 
its laws. In the same way it is in times of change and fluctua¬ 
tion in everyday economic life that the questions about how it 
hangs together come to the forefront. The worker in a 
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machinery factory does not worry much about how it is 
possible that he uses consumers’ goods day by day, while the 
products of his daily labour first become ripe for consumption 
many velars later. If he is unemployed because his factory has 
closed from lack of orders, he perhaps begins to ponder over the 
chain of economic events which brought this about. Perliaps 
it was owing to an interruption in the process of investment. 
Then it begins to emerge that the seemingly aead('mie question 
of the time-structure of j)roduction is of the gr(‘at(‘st practical 
importance. 

The question about the technical methods us(‘d in the 
produetion of the stove may not at first seem so important. 
But if owing to a new process being adopt(‘d production is 
greatly increased, while many Avorkers ar(‘ dismiss(‘(i and old(T 
factories are condemned, then people will want to know how 
the efiects of adopting a new technical method work them¬ 
selves out through the whole economy. Economic* difliculties 
will dissipate popular indilTerenee to this problem. 

4. CriHcism and Counter-Criiicism 

(1) The first main problem of economics arises out of 
everyday exptTience. Experience, however, e\'t‘n (‘veryday 
experience, cannot be gi’asped without vtmeepis. We have be(‘n 
making use of concepts like "‘economy’', "‘production”, 
“ income wages ”, "" distribution ‘‘ work ”, and others. 
We did this without explaining or defining them. W'as it not 
a mistake not to have* delin<*d the* conc(*pts first? In (*eonomics 
the primacy of definitions is seldom insisted on a outrance, but 
many economists act as though it wctc. They oft(‘n start with 
questions such as ""What is economising?” or ""What is 
output?”—quite; difl'erent quc'stions from those wc arc asking. 
They give first place to <|ucstions about conc(q)ts and not to 
those about facets and their comu^ctions. 

Questions of tins kind lead the; student astray from the 
start. Definitions and questions about definitions can have no 
place at the outset of the study of economics, and they are 
usually no longer put at the beginning of other sciences. A 
science is quite unable* at the beginning of its investigations to 
provide scientific definitions. There is no basis on whicl) to 
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dciine the concept “economising” before investigating the 
facts. A definition which is attempted without sueli investiga¬ 
tion can only be founded on popular usage and this leads to 
hazy and uncertain constructions f)eing built up on terms 
defined in this way. It is hardly surprising that different 
students of the subject, according to their preferences, have 
different definitions of the basic concepts to offer, and thus 
start controversies as to what “economising” is -<*ontro- 
versies as violent as they are valueless from the point of view 
of advancing our knowledge of economic reality. 

Because everyday concepts cannot be defined immediately 
in a scientifically satisfactory way, economists n)ust use them 
as they are used in ordinary life, that is, wdtiiout definitions. 
In this way they get oji with a direct analysis of their subject- 
matter. The results of their investigations arc then sum¬ 
marised in d(Tinitions and these definitions can be used in 
further study. Even if concepts like “economising”, “pro- 
du(?tion ”, and “wages”, takcjn over from everyday experience, 
arc incomplete and indefinite when first used, they have to 
suffice prov isionally like crutches which can be discarded later. 
We are only in a position to make scientific definitions when 
we have penetrated some way into the problems of our sub¬ 
ject. Only then can it be decided which concepts can be of any 
use and which new and purely scientific concepts must be 
introduced. The vi(*w that science must begin with definitions 
because it has from the start to work with concepts is un¬ 
tenable and harmful. (At this early stage I can only put up 
this warning notice. The dangers of disregarding it will become 
apparent later.) We can no more begin with (juestions about 
definitions than we can with questions about the essence of 
“economising” or “capitalism” or the “crisis of capitalism”, 
which will only get us bogged down in speculative pro¬ 
fundities, and cause us to lose sight of economic reality. 

Finally another false approach is to start not from one’s own 
problems but with an account of earlier doctrines, in the hope 
that an advance may be made by commenting on them 
critically or favourably. But a sck^nce and its earlier doctrines 
can only remain aliv^e by formulating direct (jucstions about 
the real world.* 
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(2) Even wlien this central problem of* economics is p(T- 
ceived and its importance recognised, it is often inadequately 
formulated. Its unity is often overlooked, particularly when 
a threefold or fourfold division of the subject is made, as was 
formerly customary, into production, distribution, and con¬ 
sumption or exchange. Each of these divisions had its 
separate theories. Such a division leads very easily to the 
marking off of separate spheres of production, exchange, 
distribution, and consumption, to one or other of which ea(rh 
separate economic problem is allot ted. For many decad(‘s these 
divisions persisted, espc^eially under the influence of their par¬ 
ticular exponent J. Ik Say, and they dominated the textbooks 
for a long jieriod. They do not, howexcT, correspond with 
economic reality and so must disappear. Such division of the 
subject causes us to lose sight of the unity of economic life, 
and how gr(‘at this unity is can clearly be* se*en whereveT e>nc 
looks at econe)mic life. A we)rke‘r e‘arns his wage's for his ce)n- 
tributiem to '‘prexhiedion” and thus gets his share in ‘‘dis¬ 
tribution ”. He thereby receives money which comes undeT the; 
heading of “exchange” anel this is then use*d by the* we)rkcr 
for purpe)ses e)f “consumptie)n”. A weaving mill ele‘|)enels on 
bank e;re*dits, that is, on the “nu*elium of exchange”, for 
starting anel carrying on “ pre)eluctie)n ”, anel in the* ce)urse e)f 
“ pre>eluctie)n ” earrk's euit the* pre)ce*ss e)f “distributie)n ” to the* 
worke*rs anel management. Being a producer of textiles, and 
not simply a final consumer e>f threael, it has to regulate its 
proeluction preigramme according to the* e*xpeeted “con¬ 
sumption”. Every change in the pre)visie)n of cre*elit, that is, 
in “the me*elium e)f exchange”, impinges e)n pre)eiuctiem, dis¬ 
tribution, and consumptie>n, and vice versa. Therefe)re, there 
are no independent spheres in the eceinomy and there should 
be* ne) separate theories, e)nly one pre)blem and einc thee)ry.^ 

Another unsatisfacte>ry approach to the* j)roblcm is te> grasp 
its unity but to overlook some e>f its diff’erent aspects, or te) 
underestimate their impe)rtancc. Here, too, economists have 
often failed. Ricarelo, as is well known, elescribed the task of 
political economy as “to determine the laws which regulate 
distribution”. Certainly, not as much weight shoulel be attri¬ 
buted te) this sentence of* Ricardo’s as is usually done. Ricardo 
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himself went much further. He dealt with the (juestion of the 
guidance of production in trying to show how it folloAved from 
the oscillation of market prices around the costs of production. 
He dealt also in a limited way with our fourth question, that 
of the technical methods applied, when he raised the problem 
of the influence of machinery, and with the ])roblem of location 
in his chapter on int/Tuational trade. Hut tluvst* two latter 
im[)ortant questions are treat(‘d by Ricardo as independeiit, 
and not as parts of the ofie total probh in. In particular it is a 
defect of his system that lu‘ makes no mention, except in¬ 
cidentally, of the problem of the time-st rueturc’ of production. 
Subsequently Ricardo had to agree that the time element has 
an important influence in thc‘ control of the* (x*ono»nic process, 
which was not sufiieiently rc’C’ognised in his theory. 

Modern thc’ories are oft(‘n far l(\ss comprehensive? in the 
formulation of th(?ir problems than there is any n(?(?d for them 
to be. Keonomie location is not (considered, the problem of the 
technical methods to be apj)lied is too often regarded as a 
special problem on its own, while th(‘ importance of the time 
structure' of production is underestimated or even overlooked. 
Writers of such inliuencce as Walras and Parc'to thought that 
the time element should largely be e*xcluded. They start in 
their systems from the fiction that the labour forece and the 
sellers of raw materials use up the consumption goods at the 
same moment as tlu'y produce them. Obviously such an 
assumption is quite* unrealistic and excludes all t|uestions 
about# investment and savings. Walras’ system was once 
correctly described as re*sembling a palace of no relecvance to 
the housing problem. This judgment is a crnrect one, mainly 
because the architect of the system did not clearly realise that 
all economic plans and actions have always to be seen in their 
temporal order, and that our daily economic life cannot be 
understood without a knowledge of its structure through time. 
Nor is the element of time; one which can well be introduced 
subseepiently. The main problem cannot be tackled if the time 
factor is left out. Most workers, as we have seen, receive as 
their wages not products created simultaneously with the 
services for which the wages are paid, but the fruits of pro¬ 
ductive processes that have been initiated much earlier. This 
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fact has a decisive influence on the level of wages. Therefore 
an explanation of wages and of the whole theory of distribu¬ 
tion, and, indeed, of any other economic question, will be 
inadequate if the temporal order of the economic process is 
not considered IVom the start. This underestimation, or com- 
pl(‘te neglect, of the time element has done much to widen the 
gulf betwecni theoretical studies and the real economic world. 

Problems must be formulated in terms of things and not of 
words, and must be unified and eoniplete if justice is to be done 
to economic reality.-* 

II. EVERYDAY EXPERIENCE 

The main problem of economies is not all that emerges from 
our everyday economic experience. Wi* also find thc*re a teem¬ 
ing confusion of opinions and ideologies on economic problems. 
This everyday economic experience in which we all share may 
thus be regarded in two ways. It provides the initial impulse 
jbr asking significant questions, but at the same time puts 
a considerable obstacle in the way of oiir finding rtally ser¬ 
viceable answers. 

(1) Because everybody takes some part in economic life 
everyone has an opinion about the economic ({uestions 
directly aff’ecting him. The baker is concerned with the prices 
of bread and flour, with his guild or association, and with the 
wages of his employees. The industrialist is interested in tariff 
policies, railway freights, the price policies and regulations of 
the cartels from which he buys, and the worker with nmts, 
prices, and wages. It is not that everyone thinks out an 
independent opinion as to how prices and wages arc formed. 
Most people only repeat the views they hear around them. 
“Few men think, but all want to have opinions” (Berkeley). 

Men do not confine their opinions simply to what is in their 
immediate surroundings. They range further afield and pro¬ 
nounce on the larger relations of the whole economic process 
from the standpoint of their ow^n personal interests. 

An industrialist, the price of whose raw materials is kept up 
by a cartel, but who does not sell his own products through 
one*, will take a generally unflivoural)le view of cartels, unlike 
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t he industrialist who belongs to one. An oifieial who benefits 
from a rise in pay is scarcely able to consider the effects on 
government expenditure as other than favourable. The artisan 
thn^atened by the competition of large-scale mechanised plants 
believes that the introduction of machinery is economically 
harmful and is n^ady to subscribe to any reasoning which 
appears to him to prove this. 

It is not that the individual always weighs up correctly what 
is in his interest. For example, most retail traders at first 
welcomed the apj)earance of branded goods with fixed prices 
as adding to their security. Only later was it realised that 
branded goods and price maintenance were undcTniining the 
status of the independent retailer. Again, in 1922 and 1923 
many G(Tman entrepreneurs demanded, support(*d, and ap¬ 
proved an easy (Tcdit policy by the Reichsbank and took 
no account of the heavy damage inflation inflicted on their 
own positions. FiV(‘rvone\s opinions on the economic causes 
and effects of their actions are formed on thc^ basis of their 
own actual or assumed interests. 

What is convenient t(} these interests seems at once j)rop(*r, 
correct, and reasonabl(‘, and what runs counter to tlunn s(‘(*ms 
in all seriousness unfair and unnatural, or unsuitable and 
absurd. Every day our intelU‘ct is fooled and corrupted by the 
trickery of our passions. Many men are genuiiu* cx])crts in their 
own economic environment, but they are unable to weigh up 
dispassionately tlu* wider intcrrelationshij)s. E\’ervoiu‘, even 
the director of a great modern business, secs things from the 
point of view of his own inter(*sts, and can survey only a small 
section of the whole huge proc(‘ss of the social economy. 

(2) Along with the individual opinions of single people an 
effective part in cvcTyday economic life and economic policy 
is played by the ideologies of groups. These arise wherever 
powcTful economic bodi(‘s exist, and they tend much more 
than the multifarious opinions of individuals to be weapons 
deliberately created for the economic struggle. 

Not all such ideologies are purely economic in character. 
Often religious, philosophical, or political ideas are used in 
economic ideologies. The religious and jdulosophical notion 
of world citizenship was used by fi*ec-tradc interests, and 
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nationalism by those interested in protective tarifTs. The old 
(iernian notion of the guild was used in support of the cartel. 
There are few religious or political notions which ha\'e not 
been made us(‘ of ideologically by c‘conomie interests, not only 
in the so-called capitalist age, but at all })eriods and places. In 
the struggle betwe('n merchants and hand-workers in the 
medieval towns during the thirte(‘nth, fourteenth, and fif- 
t(‘enth centuries, the inlerest(‘d parties built their economic 
ideologies out cd* the dominant religious and political ideas of 
the time. This has also happcMied in the economic conflicts of 
the twenti(‘ih century. The pnrp(»se of such idecdogies is either 
to conceal the true moti\(‘s for tin* claims which are being 
advanced or to give tla se elaims added force*. In England in 
the middle (d‘the eighteenth ce^nturv it was widely held that 
high prices for food and low wages were* economie*ally ele‘sirable. 
An e*ce)nomist, Foster, in attacking this view remarke*el: '‘This 
is a deictrine which grc'ed e*agerly seizes upe>n. Men belie*ve* 
nothing more easily than an untruth that brings them 
advantage.” 

Pressure groups gain signifieantly in j)ower anel innu(‘nce if 
there arc intclle‘ctuals at their dispe)sal te) we)rk eait their 
idee)le)gies for them. The whole intelleedual history e)f mankind 
is full e)f attempts to secure anel sup|)e)rt claims to power by 
means e)f ieleologie*s. He who pays the* j)iper e*alis the tunc. IIe>w 
e)ften thee)ie)gians try, and have trieel, te) use the* great his¬ 
torical force* of religion in the interest of the* ruling class. 
Historians, te)e), conscie)Usly or ne>t, serve the interest e)f 
gre)ups in powe*r e)r struggling for it. He>w much legal subtlety 
has been available threaighout histe)rv te) ))re)ve* that the 
interests of pressure* gre)uj)s are in harme)ny with the law— 
positive e)r natural. Take, fe)r example*, the writings e)f 
Peutingcr, the* l(*gal adviser of Augsburg high linance at the 
beginning of the? sixte*cnth ce*nturv, whie?h we?re se> skilful anel 
ijifluential in the struggle ove*r the legal treatment e)f rnone)- 
j)olies. A history of mone)polist iele*e)le)gy from that time down 
to e)ur contemporary cartels we>uld be as inte*resting as it is 
badly needed. It we)ulei be fe)und how these ideologies fitted 
themselves into the intellectual and peditieal spirit of the times 
by appealing to natural law' anel to the* freedom of economic 
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activity for the individual (including the making of cartel 
agreements). Alternatively, with socialism in the ascendancy, 
it is urged that monopolies and cartel agreements prepare the 
way lor socialisation. The argument always proves that tl)e 
interests of the pressure groups harmonise with the common 
good. Such ideologies often have a significant effect, par¬ 
ticularly on legal judgments and administrative practice. 

Scientific theories, too, are sometimes used as ideological 
weapons, as, for (‘xample, the natural law theory w'hich was 
used by the princes against the estates during the seventeenth 
and eighteenth centuries. Similarly, the economic theory of 
free trade became a weapon of vested interests in the nine¬ 
teenth century. In the course of every serious depression the 
old long-discredited notion that too much of everything is 
being produced, iii one country or in the world, is spread by 
interested writers in order to move opinion in favour of a 
planned restriction of production. The reverse may also 
happen in that an ideologieal weapon is accepted as part of 
economic science. The balance of payments theory was 
accepted by many economists as an explanation of tluj 
collapse of the mark in the years after 1919. It was not realised 
that the explanation of the falling value of the mark as the 
result of a passive balance of payments originated with 
business circles interested in cheap and ample credit, whose 
interests pn‘judiced them against the true explanation, tliat is, 
inflation. A tendency to romantic, even mystical, speculation 
is often associated with the interests of pressure groups. Adam 
Muller’s enthusiastic reverence for the traditional economic 
order was taken and made to serve the int(‘r(‘sts of the 
influential landlords at the time of the Stein-Hardenbcrg 
reforms. Profundity is often a characteristic of the ideological 
weapon. IV) lay down a smoke-screen behind which the 
ideologies and activities of economic groups can develop is the 
service such writers render by their nebulous speculations. 

Those looking more deeply into the struggles for power of 
economic grou]>s—and economic life is full of such struggles— 
are a})t to wax indignant at the way in which opinions and 
ideologies are shaped by economic interests. A distinction 
should be made between the opinions of economic individuals 
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which may be of value in their own fields and those of group 
ideologies. Further, it would be more important, instead of 
growing indignant, to investigate calmly the play of interests 
in everyday economic life and think out a w'ay of rising above 
these illusions and prejudices. 

(3) This play of interests has been stressed not in any spirit 
of pessimism, but because it is of the greatest importance. We 
must now ask how it is possible in spite of all the “interested” 
oi)inions and ideologies in the world to attain to scientific 
knowledge of economic reality. Is it possible to get beyond 
e\x*ryday economic experience, or is the intellect .always to be 
simply a tool of the will, at any rate in the field of economics? 
Can economics ever escape from the domain of interested 
opinions and ideologies, and if so, how? All genuine empirical 
sciences and scientific theories since the Greeks have seen the 
main task of science as that of rising to a scientific truth above 
the level ol‘ everyday debate. Is such a solution for our prob¬ 
lem ])ossible, and if so, how? Can there b(‘ a scientific economics 
free from the clash of interests? 

It is not that what we learn from our (n tTv day expedience 
must be wrong because of its subservience' to our interests. It 
may be cither right or wrong, and what has to be found is a 
strict criterion and a scientific method for deciding that. For 
example, it is often the view of the M'orkers that increases in 
wages, by adding to the purchasing power of the people, 
stimulate demand and economic activity. The employers, 
looking at the rise in cost brought about by Avage increases, 
expect smaller profits, dismissals of workers, and thus a 
deterioration of the economic situation. Who is right in any 
actual ease, or how" far is one or the other right? That has to be 
answered scientifically. The popular idea that the truth must 
be found somewhere in the middle has no proj>er foundation. 
There is no reason why it should be just midway between][the 
views of the trade unions and of the employers’ associations. 
In economics tlic solutions to problems are not found as easily 
as that. 

Many economists ha\'e not recognised the decisive impor¬ 
tance of their task for everyday economic life. Even in 
writings on methodology this is usually overlooked, or only 
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touched upon incidentally, witliout its l>asic importance being 
made clear. Often, biased ideologies an^ ?iot seen for what 
they are, in spite of the ponderous (fonee ntrations of power 
operating behind them. This is due to a lack of realism oJ‘ a 
specially dangerous kind. Alternativ(‘ly, some reference may 
be made to the opinions of int(Tested parties, and here or there 
traces of such opinions may be uncovered. Hut it is never 
notic(‘d that they an* ]>res(‘nt everywhcTe and that even 
economists th(‘rnsel\(‘s may be in constant danger of being 
captured by them. When science and ideological bias are corn- 
bin(‘<b science surrenders its whole value, while the ideological 
weapon gains an enhane(‘d elfectiveness. Finally, it may be 
that, following Marx or modern (xisttntialist j)hilosophy, 
intellectual aetix ity is seen simply as a n lleetion of tlu* current 
conditions of life. Such philosophies rc‘eognis(‘ tliat doctrines 
and ideologies an* tied uf) with the int(*rests and })oxver of 
those xvlu) express them. Hut the decisive* (|uestion whether it 
is possible* to shake otf this servitude is negatived from the 
start. I1‘ this answer is correct economics like every other 
science; would lose its right to exist. It would be merely one 
more biased doctrine and ideology of which there are ejuite 
enough already. How cai) the int(*rrelationships of everyday 
ccoiiomie life be genuinely (*xplaini*d J‘re*e of all bias and sub- 
jc'ctivism?*^ 



Chapter II 

THE DOUBLE NATURE OF THE PROBLEM— 
THE GREAT ANTINOMY 

I. 7'he Individual-Uistorical Approach 

II. The General-Theoretical Approach 

III. The Great Antinomy 

I. THE 1N1)I\ IDI AI.-IIISTOHU AL 
APPROACH 

(1) TiiK FIRST MAIN problem of eeonomies wliieli we pose 
arises simply Irom looking direetly at tlu‘ facts now around us, 
at tlic stov(', for example, as it is to-day, or at the wages of the 
workers this week, or the buying of food lo-day. From this we 
arc led to ask about the interrelationships of everyday 
economic life. If we think back a lew years or d(‘cades, every¬ 
day economic life looked (juite different and j)roceeded in many 
respects in (piite a diffcTcnt way from that in which it does now 
and did then elsewhere in othe r parts of our own country 
and abroad. Henry Ford in the centre of American motor-car 
production at Detroit had an Am(‘rican village built in the; 
style of the mid-nineteenth century. From all over the 
(‘ountry buildings and workshops belonging to that period 
were brought together. Churches, schools, a town hall, black¬ 
smiths' forges, windmills, and bakeries were erected, and 
there was a coach and horses to pro\’ide transport. Ev(Tyday 
economic life went on there in quite a different social, political, 
intellectual, and technical environment from that of con¬ 
temporary Detroit; the difference being as great as that 
between the customs and ideas of Tibet and those of Poland, 
or those of Brazil and those of the eastern parts of the United 
States. 

Further scientific study amply confirms these first im¬ 
pressions. For example, the profound political and social 
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changes in Prussia at the beginning of the nineteenth century, 
by treeing the peasants from their bonds with the soil, giving 
them liberty of movement and of property, and by abolishing 
feudal dues and compulsory labour, completely altered every¬ 
day economic lif(‘ l)oth for the Prussian landlords and for the 
peasants. The course of th(‘ economic process in a soutli 
German village of the twelfth century can only be understood 
when seen as part of the political and social structure of the 
country, at tiu? centre of which was the manor. The way in 
which everyday economic life proceeds depends on the nature 
of the country, the race, culture, and beliefs of the inhabitants, 
on the political institutions and structure of the state, in fact 
on the entire historical environmoit. 

Furthermore, current tneryday economic life is itself 
liistory. Most historical writings and the monumental works 
of history lay the emphasis on a special aspect. They s(dcct 
from events what seems jiarticularly w(‘ightv and significant, 
stirring political events, impressive political, religious, or 
cultural personalities and their deeds, or important institu¬ 
tions, or the ris(.‘ and fall of states and cultures. Usually the 
historian focuses on certain well-illumined aspects of history, 
and turns less often to the routine evc‘ryday (‘conomic life of 
the millions. Hut this everyday economic routine, as it was in 
the past, or as it is now, in England or Germany or elsewhere, 
in thousands or millions of farms, workshops, factories, and 
households, as it takes its monotonous and apparently unin¬ 
teresting (‘veryday course, is a real part of history. All human 
action belongs to history. The work of the miner or shop¬ 
keeper, and ev^en what the reader of these lines does to-day, 
belongs to the history of this year, and thus to history. 
Whether the future historian will take any notice, we do not 
know and it is not of immediate relevance. It is this anony¬ 
mous everyday side of history which ordinary men themselves 
live through, and of which their lives are a part, which is for 
most people of the most importance. Its importance, even 
from the point of view of the usual “large-scale” histories, 
stands out partuailarly in certain moments and epochs, as in 
the decline of the Roman empire, which was closely connected 
with the economic deterioration of its final centuries. Here the 
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gradual change in the everyday economic life* of the masses 
made itself felt with immense elleet. Fiirth(‘rmore, no one can 
iind(Tstand the political history, domestic or international, of 
the third and fourth decades of the twentieth century, unless 
it is view(‘d alongside the economic crisis of 11)29-33 and the 
raj)id change in the everyday economic life of the greater part 
of mankind which that brought. Apart from such special his¬ 
torical situations (‘^’eryday (‘(‘onoinic* life always forms one 
side of history (*\'en in times dominatc'd by the most momen¬ 
tous and far-reaehing political (‘vents, as in CromwelFs time in 
England, or Napolcofrs in Europe. E\'(‘n in ptTiods su(*h as 
these it remains the imj)ortant side ol* history for those* who 
live through it.-'» 

(2) If contemporary everyday (‘conomic life is a part of 
contemporary universal history, (|U(‘stions about its inter¬ 
relationships must be tr(‘at(‘d as epiestions of history. Eco¬ 
nomic life is to be understood against the background of the 
current historical situation : that is, I'or tht* (‘conomy of Sparta, 
against the background of the Spartan state: tlu* English 
e(‘onomy of the s(‘ventcentli centur\' in the (*ont(*\t of that 
century, and the economy of to-day in the contc'xt ol* to-day. 

Earlier on w(* ask('d why tobacco grows in oiu* field, wheat 
in another, and sugar-lu'ct in a third. Owing to the* completely 
diffenait organisation of agriculture* in dilferent timers and 
places, this is one cpiestion in, say, (rcrmany in 1911 and ciuitc 
another in 1925 or 1913, or in contemporary Russia, Britain, 
or America. Similarly, too, in the United States the j)roblem 
was different in 1939 after the new Agricultural Act, to what it 
was in 1937 before* the introductieju of the new method of 
allocating the areas for cultivation to farmers. 

It is the same with income, and with our question as to wliy 
a particular skilled worker got 400 marks a month, and wliy 
this income had a certain purchasing power. Such a ejuestion 
in the (iermany of 1939, with the then existing wage and 
monetary policy, required quite a dilferent sort of answer from 
what it did in the Germany of 1929 or 1870, and a quite 
different one again if it eemcerned a skilled worker in France, 
England, or the U.S.A. Whether wages arc fixed by the state, 
whether trade unions or employers’ associations exist and 



37 


The Double Nature of the Problem 

what power they exercise, are decisive factors in the answer to 
our question. For long periods of human liistory the level of 
income of the worker depended on whether h(‘ was a slave or 
free. 

The tinu* struetun* of j)rodu(*tion is also dep(‘ndent on the 
historical situation. The saving of lOOO marks in 1931) had 
quite other effects than in 1800 or 1840, monetary and banking 
organisation being (]uit(‘ different at th(‘ two dates. Therc^ are 
still greater contrasts if w(* take* longer intcTvals of time and 
different civilisations. The Roman who saved did so by buying 
a slave, th(‘ fellah of tiu* niiKdeenth century by buying gold, 
and the Indian by buying jewellery. 

Finally the ehoi(*e of technical methods and of location is 
historically determined. In most contemporary states the 
military plans of the* central authority infliuaice location. 
Forty years ago they played no part, th(‘ decisions about 
location resulting from the jdans of individual busiju‘ss men. 

The actual cireumstanees always lbrc(‘ us to treat our first 
main problem, however w(‘ turn it or interpret it, as a his¬ 
torical problem, in the same way that historians treat other 
historical problems; that is, with ri^lerc'nee to the current 
historical situation not se])arated from its historical environ- 
n)(*nt, l)ut as part of the j)roeess of universal history. 

II. THE (;ENEKAL-THE()RETI( AL 
AFPROACH 

(1) Economic reality compels the economist to formulate 
his first main problem as a historical one, but it also forces him 
in (juitc another direction. 

The individuars economic existeiure often depends (»n the 
activities of countless other fieople. Similarly, everyone in his 
economic activities affects the economic life of very many 
others. To understand economic reality is to understand all of 
this economic activity in its entirety, and how it fits togetfier. 
The economic life of a single German is to-day only a part of 
the whok^ economic life of all Germans along with its relations 
with other countries. 

It is not possible to understand economic life with all its 
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interrelations simply by looking directly at conietnporary 
economic reality. From whichever side we approach the first 
main problem of* economics the simple direct contemplation of 
the hicts of economic history will be inadequate for solving it. 

We were asking just now \srhy a skilled w^^rker earned 400 
marks a month, and why he can buy a ])articular quantity of 
goods with this sum. We saw that the answ^er to this qm^stion 
difl’ered according to whether it related to the Ciermany of 
1939, or tliat of 1925, or to other social and economic systems. 
The question had to bc‘ regarded as a historical one about a 
particular historical situation. If, however, wc try to answer 
the question simply by looking at a particular historical 
economic situation, that of (iermany in 1939 or 1925, wc shall 
fail. Even if we disregard how the money wage was arrived at, 
we are unable to explain, simply by looking at the economic 
system in 1939 or 1929, why the prices of all the dozens of 
goods purchased then were at tlu* lev(d they were, and there¬ 
fore why the skilled worker obtained a particular quantity of 
goods. Certainly we can find out by observation that he had to 
pay })articular prices for bread, nu‘at, and other goods, but we 
have to discov(‘r xchy. Wc would soon find ourselves in a 
mental maze if, using direct obserx ation, we sought to answ^er 
a question about the lev el e^ cai of a single* actual price—say, 
that of coal—m(*rely by following back the process by which 
it was formed. It is clear that the price of coal d(‘pends on the 
prices of materials, wages, and freights, and on countless other 
prices. Thus doz(*ns of new (jucstions arise*, and we soon find 
ourselves caught up in a n(*twork of economic relationships 
impossible to survey as a whole. 

We might also ask how it comes about that last year my 
capital of 10,000 marks was bringing me 300 marks interest, 
with which I was able to buy a certain ejuantity of goods. 
Where docs the stream of goods come from which continues to 
reach me, as a receivxT of interest, year after year? What 
determines the size of this stream? Relying simply on direct 
observation wv look to my debtor, a farmer, and from him to 
those who buy from and sell to him. After that we get lost in 
a confusion of facts and have to give up the attempt at an 
answer. 



39 


The Double Nature of the Problem 

Again, let us enquire liow the introduetion of new spinning 
machinery alVcets the situation of the worker, t'ertainly it can be 
ascertained that if these* inaehinesare adopt(*d in factories A, H, 
C,etc., a particular nurnl)er of textile workers will be dismissed, 
and the production of thread will increase*. Hut direct e)bserv'a- 
tie>n again fails us when we put the essential question as to why 
the workers dismissed line! emple)yment again, whether it is 
connected with t he intre)eluction of our new spinning machines, 
or as a result of some either factor, fer example, a good harvest. 
Ne>r can the* elfeets e)l‘ this ne‘w macliine on the provision of 
ce^nsumers' goods, on t he* machine inehistry, anel on the eotton 
producer be elisce)vered in this way. In any actual economic 
system so many factors are at work simultaneously that the 
effeet e)l‘ a single* factor by itself can never l)e known, for its 
traces are* soon le)st sight of. 

Finally, in eve‘rvday experienee we find a number of facts 
side by side*. For example, in (k*rmany in 1031, there were: 
mounting unemployment, bank moratoria, falling prices, 
sharp redue;tion of imports, a slighter falling-olf of exports, 
rising interest rates, the* withdrawal e)f foreign credits, and 
many e)ther facts besieles. How elid the^se facts fit together with 
one another? Die! the*v occur together by coincidence? This 
would se‘ern improbable, but how were they connected? We 
cannot find an answer to this question, which is so important 
for understanding the economic process at that time, simply by 
looking at the facts, those, for example, of the labour market 
or money market. 

Our conclusion is that the actual seqiu‘nce of economic 
events at any place or time cannot bv understood in the same 
way as other historical facts. The activities of a statesman, the 
course of a war, diplomatic negotiations, or internal political 
reforms can be examiiK*d and understood by the historian. He 
may himself experienee them, hear the reports of eyewitnesses, 
or by reading the sources get a picture of the events and the 
connection between them. An understanding of economic 
reality is not to be obtained in these ways, even when the 
economist has himself experienee of it. Before this main 
problem of economies the usual historical methods fail. 
They have, in fact, failed, as the history of economics and 
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of the so-called historical school in particular has clearly 

shown. 

(2) There is only one way out of this sitiiafioii. \\V must try 
to break down and analxse lli(' complex phenomenon into 
its difTorent components. VV<' may perhaps build imaginary 
models, and by varying single factors attempt to find out tlie 
relationships we are looking for which are not immediately 
apparent. By using a mod(‘l of an exchange* eeorK)my we may 
investigate all the ehang(*s as th(*y oecur on the* introduction 
of a nexv machine, assuming everything (*lse remains the same. 
We may, too, through such a model, trace tlu* real source of 
intiTCst, or how a eliange in consumers' n(‘eds works out. It 
mai/ also be possible* to discover the data determining pro- 
duetion, distribution, the time-structure of production, the 
technical methods applie‘d, and the spatial distribution of 
(*conomic activity. We do not yet know whetlier all this is 
attainable, but must form our judgment later. 

We simply em})hasis(* here that, as economic r(*ality and its 
interrelationships cannot be* din'ctly und(‘rstood through his¬ 
torical study aloiu*, we must mobilise our full powers of 
analysis. This means putting our <picstions in a <^eniral form. 
By formulating tlu* first main problem in a general form we 
can apply theoretical analysis to it, and perhaps in this way 
succeed in obtaining propositions of general validity about 
necessary relationships, that is, theoretical propositions which 
})reparc tlu* way for an understanding of concr(‘t(* relation¬ 
ships. Theoretical analysis is thus simply the full use of our 
powers of thought. Kven the pre- or unseicntific man knows 
that thinking enables him to discov(*r tlu* relationships 
between things, for he is constantly, though unsyst(‘matically, 
using his powers of thouglit for this purpose. By thinking out 
his sci(‘ntilic theories man becomes al)le, as Lotze expressed it, 
'‘to transform what is given to us as happvninn tog(*ther into 
what is connci'ted together”. II(* is enabled to arrive* at 
generally valid propositions wliich arc true and superior to his 
everyday judgments. We must make the attem})t to formulate 
our first main problem as a ^eneral-thcoreiical problem. 

We must proc(‘ed in this wiiy from thr start. The theoretical 
questions do not eonu* at the end of our science, and the 
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theoretical propositions whicli wo have to seek are not simply 
a distillation of experience*. The real source of genuine 
theoretical problems and analysis is (juitc different. We feel 
obliged to understand reality and its relationships. But we 
have no prospect of achieving this if we do not put the problem 
in a general form, and ther(‘fore mak(* it accessible to theo¬ 
retical investigation. It is not any doctrinaire spirit or love of 
philosophi(?al speculation that leads us to study theoretical 
problems, but siin[)ly our striving after sci(‘ntilic experience.* 
There can only lx* such a thing as “scientific experience” in 
this held, as contrasted with "‘everyday” (*xperi(*nce, which is 
quite a differ(*nt thing, if it proves possible to treat the prob¬ 
lems as gen(‘ral-lheoretieal problems. At this point we find our¬ 
selves dinrtly confronted by what wv may call the Great 
Antinomy. 


III. THE GREAT ANTINOMY 

Tlu‘ first task of the economist is to get a grasp of economic 
reality. This may lx* a re<iuirement which, however justified 
and necessary, may not be possible. The economist has to see 
economic events as ])art of a particular individual-historical 
situation if he is to do justice to the real world. He must sec 
them also as presenting general-theoretical problems if the 
relationships ol’ the real world are not to escape him. How can 
he combine these two views? If he does only the one or only 
the other, he is out of touch \vith the r(*al world. 

For examj)le, we might put the question of the guidance of 
production purely historically, and ask why in England at the 
present time land and labour are distrib\ited in a particular 
way between different uses. If we tried to solve this problem 
by direct observation we would get many single facts, but no 
r(‘lationships. We would fail to understand the real world, and 
would achieve only a chaos of details about individual firms, 
individual farms, and individual decisions. We would miss 
those essential relationships of which the real world is made up. 

We might also put the question of the guidance of pro¬ 
duction as a general-theoretical question. Then the problem 
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would be separated from its historical setting. We would not 
be concerned then with contemporary England or Germany, 
or particular firms, but with analytical models. We may per¬ 
haps discover abstract relationships, but we would have lost 
contact with the real world. We would no longer see anything 
of the variety of actual historical phenomena and of individual 
facts. 

Economists are coniVonted here by what we arc calling tlu^ 
Great Antinomy of their subject, which they have* to over¬ 
come if they an* to understand the course of economic life. 

The sudden and momentous political re\'olutions of recent 
decades have brought out forcefully the individual-historical 
nature of economic lih*. The tempo at which states have* 
altered their constitutions, their market and labour organisa¬ 
tion, their currencies, etc., has tremendously increased. The 
changes in everyday (‘conomic life* have been accelerated. In so 
rapidly changing a wf)rld, any study of general problems and 
any theoretical investigation may se(‘m pointless. f)ne con¬ 
temporary theoretical economist has been led to say that we 
have come to '‘the twilight of economic theory”. If this were 
so, it would mean giving up scientific study of the economic 
process. Without general-theoretical study there can be no 
scientific experience in this field, just as there cannot be with¬ 
out individual-historical study. 

The physical or chemical world has what has been called a 
certain “ invariant general form The uniformity of chemical 
reactio?is, or the uniform movement of bodies or growth of 
plants, makes it possible to formulate theoretical (pi(\stions 
and generally valid physical, chemical, or biological laws. No 
such uniformity exists in the economic world, which exhibits 
an immense variety of forms and historical processes. In 
Germany in A.n. 1300, or 1800, or 1949, in Italy in 200, in 
South America in 1500, or even in Egypt in 3000 n.c., physical 
and chemical reactions were the same, but economic life was 
not carried on in the same forms. A single order of Nature 
exists and has existed, but there is an unlimited and con¬ 
stantly changing variety of economic “orders” or systems.f 
Economic life appears to lack all uniformity. How, then, is our 
♦ Invariante (>csaintstil. t Wirtsehaftsordnungen, 



4.3 


The Double Nature of the Problem 

main problem of economics to be posed in the theoretical form 
necessary if the real world is to be understood?*^ 

The call to get at the laets and away from words has often 
been sounded among economists. This is as it should be, but it 
is not enough. The call has to be carried out in practice or it 
remains itself mere words. In carrying it out we are confronted 
at once with the Cireat Antinomy, without the elimination of 
which it is impossible to get a grasp of economic reality. All 
work on our subject must be directed to overcoming this 
antinomy. Another appeal that is often heard is that his¬ 
torians and theorists must work together in economics, and 
that nothing could be more harmful than conflict between 
them. This, too, is true and the appeal is a sign of the existence 
of this great antinomy and of a desire lo overcome it. But this 
again is not nearly enough. What is n cpiired is a clear recog¬ 
nition of the full extent of the task, which can then he tackled 
fundamc'ntally. A superficial compromise between theoretical 
and historical investigation or mere methodological reflections 
about their co-operation ar(‘ pointless. The sharpness and 
tetision of this antinomy must be fully understood. This his¬ 
torical aspect of the problem requires p(T(*(‘j)tion, intuition, 
synthesis, understanding, and a feeling for living individual 
experience. The g(*neral theoretical aspect calls for reasoning, 
analysis, and the elaboration of analytical models. How arc 
these two faculties, lively perception and tlu*oretical reasoning, 
to be harnessed together? IIow can the probk^rn be grasped in 
all its historical variety, and at the same time be raised to a 
general level accessible to theon'tical study? 

We have described the first, but not the only, main problem 
of economics. El very day it faces mankind, but it is not to be 
sohx‘d simply by everyday expcTiencc*. If* economists try to 
work out a solution on the confused basis of everyday ex¬ 
perience they will encounter grave difliculties. However 
pressing the solution of this problem may be—and everybody 
is calling for a solution—its mere formulation confronts one 
with the greatest difliculties. The antinomy has made itself 
felt more forcibly in recent decades than formerly. The course 
of universal history has not only brought about more rapid 
changes in institutions, and therefore shown up more 
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emphatically the historically changing character of the pro- 
hlcuu It has also, to the struetdreof our soc/al ecfmoniy 
Ijcconuiifi nior<’ and more eoniplex, thus making tiieoretieal 
analysis more and more clearly indispensable. 

The economist resembles a traveller startin;^ off on a journey 
from which he promises himself strikiiijw and spacious vistas. 
But already after the first step he finds Jiimself surrounded by 
what seems to be an impenetrable jungle. 



Part JI 

A CRITIQUE OF ECONOMICS: 
A SECOND MAIN PROBLEM 



Chapter 1 

INTRODUCTION 


HAVE ECONOMISTS sl'ccEEDEi), bv a combination of 
history and theory, in understanding the economic process and 
its relationships in their (*ntirety, thus overcominpf what we arc 
calling the (Jreat Antinomy? To give a complete answer to this 
(picstion we should have to undertake a comprehensive 
critical review of the history of economics, which is not pos¬ 
sible here. We are concerned only with some salient points. 

We must start with classical political economy. Its great 
and lasting service has been its discovery of the inter- 
d(‘pendence of the whole economic process, and its dev’^elop- 
ment of the method of economic th(‘orv. Tliis wns an essential 
stf‘p towards an und(Tstanding of* economic reality. It was 
their lack of a clear p(Te(‘ption of the (ireat Antinomy which 
was the main weakness of the classical economists. 

It would be quit(* wrong to maintain that the (*lassical 
economists understood nothing about history, and that the 
historical aspect of economic lil’e was unknown to them. Such 
a criticism would only show a misunderstanding of the 
classical writers. Most of the j)hysiocrats, Smith, Hume, 
Malthus, J. S. Mill, and many others, had a great knowledge of 
history. The Wealth of in fact, is a work of history 

giving the reader a social and historical survey of the world 
from England to China and South America. It has been 
repeatedly asserted that the classics had a considerable grasp 
of theory but none of history, and that in their ignorance of 
the variety of political and economic systems they succumbed 
to a kind of theoretical absolutism. This is a criticism which 
though constantly repeated gains nothing thereby in validity. 

The relations between classical political economy and 
history must be examined more closely. The classics were 
the products of the Age of Reason of the seventeenth and 
eighteenth centuries, an age by no means ignorant of history, 
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though it asked different questions of it than did the nine- 
teentli eentury. Well aware of the p(‘euliarities ol’ individual 
men and peoj)les, its (piestions were elearly not hasieally eon- 
eerned with individuals, but with the univcTsal, (Jod-given, 
rational, “natural” order and its natural” laws. Mojites- 
(|uieu, lor example, an important repr('sentati\ e of the spirit 
of the eighteenth eentury, who strongly infliKMieed Adam 
Smith, possessed an immense knowl(‘dge ol* iiidividual states 
and peoples from antiejuity down to his own day, but researeh 
into individual faets, states, and peo])les was not for him an 
end in itself. Hy studying individual eas(‘s he wanted to get a 
general understanding oi the lives of staters and peoples, and of 
the elfeetive forces of history, and in that way to lay the 
foundations on which to build a just and rational stat(‘. He 
wanted to discover a just political system by the study ol‘ 
actual political systems. II(‘ sought to arrive at generally valid 
and applicable knowledge by a uni\'ersal study of historical 
iaets and forces. “To revel in tlu* w(‘alth of ceiduries ot his¬ 
torical material, or to give oneself up to the study of some 
single historical phenomenon, which was the attitude of mind 
of the nineteenth century, would ha\(' sermed to him 
simply amusing dilettantism” (Franz Schnal)el), 

The classical economists' attitude* to Instory was similar. 
Many of them had a gr(*at understanding of it, but their aim 
was not to describe the economic life of a particular people at 
a particular monK*nt in all its uniqueness, say, for exaniph*, the 
Chinese economy, which aroused such interest in the middle of 
th(* eighteenth century. The classical economists wanted rather 
to find in the peculiar characteristics of tiu* ('hinesc or any 
other economy the rational and just structure for economic 
systems generally, or generally valid (*conomic laws, and to 
understand in its entin'ty the behaviour of men in economic 
life. The classical economists looked among tlu* variety of 
actual historical economic systems for the one natural system, 
and found it in the competitive* one. The histori(?al schools of 
the nineteenth and the beginning of the twentieth centuries, 
who concentrated on describing individual historical phe¬ 
nomena, were unable to understand this attitude towards 
history. Their criticism usually failed to see its importance and 
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closeness to reality, and the very knowledge that the 

classical (‘cononiists had of the n^al ceononiie world. 

Ncvcrth(‘iess, classical jxditical economy jailed not simply 
because of defects in its theoretical system, but mainly 
])eeause its theondieal solutions did not ht th(‘ existing his¬ 
torical variety of economic life. W(* can a|)preciat(* tlu^ elforts 
of the classics to discover a ratif)nal natural ord(T by studying 
the diversity of economic institutions, but all th(‘ same they 
did not satisfactorily explain economic lil‘(‘ as it actually was. 
Their analytical powers wer(‘ aj>j)li(‘d essentially to the one 
ease which they eonsid(‘n‘d natural”, the system of free 
competition in all markets, while analysis of monopoly was 
kept well in the* background. Yet Jree eomj>etition has never 
been eomj)letely gencTal, not even at the time of the classical 
writers in the last third of th(‘ eightc^enth e(‘nturv and the first 
half oi‘ the ninet(‘enth. The historical selH)ol has criticised 
the classics for knowing only their own period, however 
well their theory may have litt(‘d it. This criticism itst‘lf 
docs not fit the histori(‘al facts. E\'cn in th(‘ era of the 
classical economists there existed in Europe many closed 
guilds and monopoly rights, as well as c(‘ntrally directed 
(‘conomic systems, so that a study of free eomp(‘tition alone 
does not cover t he historical facts of that time. We know that 
the classical economists did not feel this divergence between 
theory and reality so strongly, b(*cause th(\v were mainly con¬ 
cerned to look for the “naturar\ rational, and workable 
economic system, but we, if we wish to understand (*conomic 
reality, cannot tolerate* it. 

Economists have to und(*rstand not only the* economic pro¬ 
cess in America in 1941 with its pow(‘rful monopolies and the 
irnportaiit controlling influence wielded by tlie ce ntral aelmini* 
stration, but alse), eTpially, everyday econe)mic life in (iermany 
at the beginning e>f the twentieth century, e)r the* war e*e*e)nomy 
e)f 1914 IS, e»r the eweTvday eceHiennic life e)f a great mane>r e)f 
the early Middle Ages. A thewv which j>uts in tin* foregrounel 
of the subject the format iem ofnatural ” prie*es in a particular 
form e)f market in an exchange economy (that is, under perfe'cd 
competition) must fail when confreinted with otlu'r historical 
facts and econe)mic fe)rces. The classical economists in their 
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thcorcticHl nnalysis did not do justice to the vari(*ty ol 
institutions, and thus fniled to recognise the uiufiuitude ol the 
Gn^at Antinoiijy. They hnilt theories which could not justly 
account lor the lull ran^c of economic reality and its historical 
development.® 

A new start laid to he made in tJic jiineteenth century. The 
point ol‘ d('parture was the realisation that classical j)olitical 
economy did not account for the realities of economic history, 
and that it had l)cconie do(‘trinaire. All sorts of ways for 
rebuilding (economics on a lu^w basis wen' tried, but here we 
are concerned simply with the dilVerent typ(‘s of approach 
ado})ted in the study of* economics, disregarding th(‘ tact that a 
single (‘conomist makes use of diiVerent methods, and so is to 
be classified with ditferent ty|)es. 

(1) To many economists of th(‘ niiietecntli and early 
tw(*ntielh centuries consideration of* their subject meant the 
study of conce pts aiid their content. '"VVliat is an economy?” 
‘‘What is the (‘conomic jiriuciple?'* Or more fundamentally, 
“What is society?” Qu(‘stions of the d(‘rmition of concepts 
were deliberately gi\en first j)lace with th(‘ intention of get¬ 
ting an understanding of the “(‘ssence” of economy and of 
economic events. 

“ Economic theory ”, says Spann, in a study of exchangt* and 
price, “is not uktcIn' concerned with the outward appearance 
of the fact, say, tliat A and H arc exchanging (though there is 
already a theoretical interpretivt* eleuK iit in the way this fact 
is ascertained), but with gras})ing the meaning of what is 
observed, t hat is, the essence of (‘xchang(‘. I shall show that the 
concept of price is deduced from the concept of exchange, and 
from that of price* the concept of distribution, so I shall begin 
my study with the concept of exchange.” 

Such attempts to get at the “essence” of economics by 
analysing conce pts, to formulate this “ess(*nce” in a definition, 
and then to l)uild uj) systems of concepts called "‘theories” 
from which de tailed conclusions are deduced, were frequently 
made by economists in the last century, as a glance at any of 
the stock textbooks will show. Economics carried on in this 
way might be called “conceptual” or formalist” (‘cr)nomics.* 

* UegrifTsnatioiialokoiKtinio. 
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It pi'oceeds not only l)y puttinj^r the analysis of certain basic 
concepts at the beginning, but also by approaching particular 
detailed problems by analysing concepts. In studying trade 
problems the first question ask(‘d is, ^‘What is trade?” The 
intention is to understand what trade '•‘essentially” is, before 
coming to a theory of trade. Only at that stage* are tlie facts 
considered, and if a firm does not lit the definition it is not 
included among those engaged in “trading”. Those students 
of the subject who may begin with definitions l)ut do not go on 
to mak(‘ deductions from thesi* definitions, ap])l\ ing them to 
the subject-matter and problems of economies, should not be 
counted among the “formalist” economists. Only where the 
doctrine, or j)art ol‘ it, depends on definitions ot concepts or 
“essences” can one really speak of the “conc(*ptual” or 
“formalist” procedure in eeononnes. 

This procedure raises some important problems of intel¬ 
lectual history. It amounts to a resurrection in the nineteenth 
and early twentieth centuri(*s of tin* medieval tendency to 
conceptual realism or r(‘ification,* in a s(‘eular non-theologieal 
and much altered form. It would be interesting to enquire how 
this came about, but mon* im})ortant here is the question 
what this procedure a(*hie\ es in economics. 

Jxigicians have sometimes maintained J. S. Mill, for 
example - that every definition contains an axiom. A defini¬ 
tion is a proposition that is n(*ither capable of, nor reciuires 
v(Tification because it is self-evident. This may be the case 
with mathematical definitions, but it is not so with definitions 
in an empirical science when they arc* properly arrived at. 
Here, definitions, as we showcMi in Part I, rc jn’c'sent the results 
of factual investigation and are based on analysis of the 
subject-matter. 

In an empirical sciencre like economies, it definitions are 
actually made the starting jKnnt, then they axioms, or 
pseudo-axioms. Thc\v may be claimed to be self-evident and 
not in need of verification, but in truth are neither of these. 
Such subjective definitio!is are adopted as the [iremises tor 
deductions, and the validity of tin* (conclusions conceals the 
fact that owing to the arbitrary fixing of* the premises the 

* Uegriffsrealisiiuis. 
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procedure is worthless. The term ‘‘economy’’, for example, is 
defined as ‘‘the n'giilating of human life so as to achieve a 
lastiii<T harmony between needs and their satisfaction”, or 
elsewhere as “tlie weighing up of the means to be devoted to 
ends”. A list of sueh definitions could l)e prolonged in- 
delinitely. It is held that the goal of the economist and the 
solution of his probh'ins is to Ix' reached by means of such 
delinitions. This is to overlook the faet that deductions 
from definitions only yield the knowledge already eontaiiuxl 
in the definitions. Everyone from his everyday experience 
has some notion of "economy”, and he may express this in a 
d(‘(inition. Ihit all the eonclusions tlu‘n drawn arc not new 
sei(*ntilie ri'velations, but simply explanations of tlu‘ eoncepts 
j^n'viously formed without seientilie study. 

Spann describes the concept of “society” as the central 
concept (d'all social s(‘i('ne(‘s and lays down (piite unjustifiafdy, 
and without so much as a glarnn* at the facts, that only two 
eone(‘pts of society are possilde: an "individualist” or a 
“ imiversalist H(‘ then decides in favour of a “ universjilist” 
eone('pt, and builds up a system for which great claims arc 
mad(‘ but which in truth only r(*presents the elaboration of 
propositions already contained in the arbitrarily defined con¬ 
cept of "society”. Tlie eoneej)t h(T(‘ becomes a fetish. Many 
economists b(*gin their studies of money with the (|uestion of 
what money “essentially” is, and wludher it is to be delined 
as a “good” or a "claim”. The lengthy d(‘bat(‘s held over this 
question ar(‘ absolutely fruithvss, for how can one arrive at 
the essence of money before on(‘ has a picture of the inter¬ 
dependence of the whole economic sysb'm? Hut the attempt is 
made by deductions from a definition of money as a “good” 
or as a “claim ” to solve real monetary j)r()blems. In spite of an 
appearance of scientific rigour there is neither any proof nor 
verification whatever. Answers to real questions concerning 
the value* of money and the functions of the gold standard are, 
however, actually attempted along these lines. 

In attempting to make deductions from j)s(‘udo-axioTns or 
definitions this sort of “conceptual” economist is misusing his 
powers of reasoning. (Everything that needs to be said about 
this procedure can be found in Kant. But the Critique of Pure 
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Itvttson was written in vain as lar as ‘‘conceptual” economists 
are concerned.) From this lundamental error stem lirst, the 
lack of realism, and secondly the sectarianism, which arc both 
connected with the “conceptual” procedure in economics. 

On the subject ol* lack of realism many may know the story 
of* the medieval monks who wer(‘ discussin^y onc^ winter tlu* 
(jiK'stion whetluT milk froz(‘. They never thou^^lit of tiiidim^ the 
answer by putting? a bowl of milk outside in th(‘ cold, but 
looked for one l)y analysin/^ the concept or “essence” of 
'‘coldness” and of “milk”- naturally without success. Their 
procedure was prc'cisely tfu‘ same as that of* tlie many 
“conceptual ” (‘conomists of to-day, wluai they dei)at(‘ wludher 
economics is or is not eon(‘(‘rned with (pianlities, and start 
from some concept of '‘economy”. If they would only look for 
a moment at e<*on<)mic facts, the (piestion would cjuickly be 
answer(*d, just lik<‘ the (juestion of* th(‘ freezing of milk. But 
these economists are too distracted by tlu ir eogfitations about 
concepts to percei^'e actual conditions. In the saint' way the 
purpose of theoretical analysis, the other aspect of scientific 
knowledge, is misunderstood. For such economists “tluory” 
is a structure of con(‘(‘[)ts built up hvforv tlu' facts art' scien¬ 
tifically established. It is not understood that all empirical 
sciences have to start work with the concepts of everyday life, 
and that the only way they can get beyond evc'ryday ex¬ 
perience is by penetrating into tlie facts oi* their subject- 
matter and by formulating tlie problems these facts present— 
not by laying down definitions. The economist cannot legi¬ 
timately lay down scientific definitions at the start of an 
investigation. At the* same time it is not realised that it is 
impossible to penetrate into the facts of economic reality with¬ 
out theoretical analysis. The “theory” of the “conceptual” 
economists has notliing in common with genuine theoretical 
investigation of real problems. 

If the actual course of economic events is looked at in the 
wrong way, and the theoretical apparatus is defective, then 
any understanding is impossible. What we have' called the 
Great Antinomy is not seen at all. The procedure is both 
unhistorical and untheoretical. There may be a desire to under¬ 
stand economic reality more profoundly than can be done 
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simply l>y the ascertaining ofindividiuil facts, hut as this sort 
of economist is busy with concepts rather than facts, his 
discoveries relate simply to his own schemes ol*concepts rather 
than to tlie structure oi‘ the real world, with which they have 
nothing to do. Instead of looking for and finding the order and 
interrelations in the seeming chaos ol‘ facts, they construct a 
chaos of concej)ts sup[>lementarv to the tacts. This sort of 
economics ends in tiresome and useless debates about cate¬ 
gories and eonctepts, as, for example, in that about llniver- 
salisni and Individualism, while economic life in the real 
world, with its ?nany formidable problems, passes it by. 
Because the “essence s’* of things are studied before the things 
themsehes, the* lirst result is merely vacuous verbiage, while 
the things theniseh es and their problems pass unnoticed. 

Sectarianism: the arbitrariness of tlu‘ delinitions laid down 
by these economists at the start, makes it impossible to come 
to agreed conclusions. Of necessity tht ir |>rocedure leads to the 
creation of a numlier of hostile camps. What eonies lirst is not 
the discovcTv of the facts and th(‘ir problems, or their intel¬ 
lectual analysis, but the arbitT’ary delinition and interpretation 
of words. Whether such definitions and ‘"essentialist’* explana¬ 
tions are accej)ted or not is a matter of ifulividual sympathies 
rather than (»f ()bj(‘cti\'e perc(‘ption. Ace(‘ptanc(‘ of a par¬ 
ticular view as to tlu' “essemee’' of “society” or '‘the state”, 
or of ”a national ecojiomy” or “capitalism”, is personally 
rather than faefuallif co!Hlition(‘d. vSects are i'ormed, with 
prophets at their head, with a single disciple or a multitude of 
discipl(*s. one emphasising one word and on(‘ another, each 
having his own personal interpr(‘tations. 

This history of economics, especially in n cent decades, has 
been mark(‘d by the rise and decline of such sects. New 
prophets are constantly appearing with some seemingly 
radical j)oint ol‘ view and asking energet ically what economis¬ 
ing essentially is, or what ^‘a nation” or “science” is. They 
feel they are breaking fresh ground, failing to notice that they 
are simply following out one of the oldest of errors. If they suit 
the fashion of the moment their views may have some tran¬ 
sient success. But new prophets soon push them i?ito the 
background, just as they themselves succeeded the old. 
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Nomina sunt odiosa. Battles between sueli sects are carried on 
with all the bitterness of religious wars. Words and definitions 
become slogans. The scientific atmosphere is polluted, and 
non-economists ar(‘ rightly suspieious of such a tunuilt of pcT- 
sonalities and syst(*nis. This complaint has often been made. 
To do away with it w(‘ must understand how this s(‘ctarianism 
comes about. It aris(*s, as we now recognise, in th(‘ funda¬ 
mental error of “formalist” or “eonc(*ptual” economics. It 
will disappear only when this error in m(‘thod disappears.-* 

(2) “The phenomcMial world can h(‘ r(*gard(‘d from two 
essentially different })oints of view; viihcr as made up of con¬ 
crete phenomena in their positions in space and time and in 
their concrete relations with on(‘ another, or as forms regularly 
recurring amid th(‘ ehang(‘s of the concrete phenomena, the 
understanding of these forms being tlie ol)j(‘(*t of science. From 
the former s iewpoint study is directed at understanding the 
concrete, or rather the individuaL and from th(‘ latter the 
general, aspect of phenomena. Corn^sponding to thes(‘ two 
main points of view we find two gnat (‘lasses of scientific 
knowl(‘dge, th(‘ former of which we ma\ briefly call the 
individual, and the latter th(‘ general. “ With this sentence 
Carl Menger began his famous Ifurstigations of the Method of 
the Social Sciences in 188.‘3, and it summarises the main point 
mad(‘ throughout the book. In his view' th(‘ two intellectual 
objectives correspond to two completely differeid procedures, 
that is, to two difiV^rent kinds of seienees. Historical economics 
has as its task the know ledge of concrete j)henomena and their 
individual interrelationships, tfu^oretical economies, on the 
other hand, has as its task their “laws” or “the general nature 
of exchange, price, rent, suj)ply, and demand”. 

AVe are not discussing here how' far this division of eco¬ 
nomics—and it do(*s not only apply to ('conomics —w’as 
already developing in the history of the subject before 
Menger, or its subsecpient cdfecds, or its re lations w ith Rickert's 
and Windelbancrs methodological theories. One point only is 
important here: w hether or not under the influence of Menger 
a division in economies between th(M)retical and historical 
studies has in fact taken place. Menger laid down the principle 
on which many economists carry on their w-ork. A dualism has 
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become widely established in economies. What the theoretical 
sciences aim at or seek to know is the general aspect of 
phenomena, and for the historical sciences it is the individual 
or particular aspects and charac'teristies of the empirical 
world. The two objectives are e(|ually justilied, particularly in 
economies. "These two kinds of scieriees differ from one 
another fundamentally in their relationship to cunpirical 
reality, ^^’ith every step they advanec* the theoretical sciences 
move lurther and iurther away from (unpirieal reality, whik* 
the historical sciences art' always trying to get nearer and 
nearer to given individual facts’' (A. Amoim). To put it in 
another way: the theoretical seitaitisl leaves tlu* iudixidual 
historical aspect to tin* historical economist, while the* latter 
leaves tlie "generar' aspect to the tliet)rist. Each trit's to reach 
his own particular goal by his own particular route. 

This dualism can only l>e overcome when it is lully realised 
vvliat serious damage it has done and is doing. As is w(‘ll known, 
more recent devc'lopments in scientific method have not fol¬ 
lowed in the ])ath of Menger, Hickert and Windelband. These 
dix'isions in the sciences are not admitted, nor are their 
allegedly different objeetiv(‘s. There is but one world the 
problems of Avhich it is the aim of all sciences to understand. 
Menger’s division is, so to speak, a "literary” one and lias its 
place only in books, with no signilicance in the r(*al world. So 
let us now drop this philosophical and methodological criticism 
of '"dualism” and confine ourselves strictly to economic 
prol)lcms. 

It is true to say that in so far as this division hdwevn 
theoretical and historical economics is seriously carried out, the 
real problems of economics are left unsolved, and the science 
completely loses its way. Ff)r example, during the ('conomic 
crisis of 1021) 63 the collapse of many monetary systems sug¬ 
gested importajit scientific problems: how did the? heavy fall 
in prices, the unemployment, and the falling off of production 
er)me about? According to the "‘dualist” procedure the his¬ 
torical economist describes the facts in Germany, Uritain, and 
other countries and the fate of the (ierman mark, and finds 
out the quantity of unemployment and what happened in 
agriculture, in the iron and steel and coal industries, etc. He is 
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to ^\\c an arcomit ol* the eonen^te laets. The tlieoretieal 
economist works out th(‘ori(‘s ol* money, vvaj^jes, and production. 
He devotes himsell* to the ‘‘^renerar’ aspect. The result of all 
this is very small. No answ(‘rs ar(‘ fortlicomin^ to the (juestions 
pos(‘d, for example, alK)ut the collapse in prices, th(* unemploy¬ 
ment, and the fall in production in (Germany, Britain, and the 
other countries during this period. Th(‘ main objective is not 
reac}i(‘d. The actual course of the (conomie process is not 
understood lieeause its interrelationships are not known. 
Mender speaks of the historical economist ha\'in^ to discoA'cr 
the concrete r(*lationships, which is for him an impossible task. 
How can lie with liis liistorical method find out the relations 
b(dw(‘en a fall in jirices, unemployiiKnit, and falling ])ro- 
duction, and the real causes of these events? He sees a con¬ 
fusion of facts side by side, the re lations betw(‘(‘n which cannot 
lie discovered by his methods of investi^^ation. On the oth(T 
tiand a theory of the* labour nifirk(*t, money and production in 
their gen(‘ral aspects do(*s not provide any knowledge of the 
real world. It is simply "art for art's sake’'. Both sciences, 
historical and th(‘oretical, nanain sterile' and fail to cope with 
tlieir vital problems. 

Here is a seceind example. Sine*e the enel eif the last century 
cartels anel cartel {leilicy have be'cn of great importance feir the 
e'enirsc of eceineimic life in (re'rmany. Ke*ononiists have trie'el tei 
give an accenmt eif carde'ls, their feirmation, their fate, and 
their effects on outsielers anel on ceinsumers. They have* tried 
to elescribe the ceinciete phenome*na. At the* same time we have 
a theerry eif monoperly which purports to e'Xjdain "general’' 
relationships. Berth history and theory pi’oeeed indepe‘ndently, 
and ernly a few e'cernomists tiw ter link them terge'ther. Just 
because of this lack erf e*e)-e)peratie)n the scientific treatment of 
actual cartel proble‘ms is usually unsatisfae'terry. Only when 
history and tlieerry are* cermbined is it jrossible to builel up a 
scientific pieduie erf the (*onerede effects erf cartels anel erf the 
facterrs which bring tlre*rn inter being, tliat is, erf the real 
relationships conceTired. 

Besides these twer (‘xarnples we cerulel mention all therse cases 
and problems refe'rTcel ter in Part I which all pointed to the 
eonclusiern that the*r*e* can Ire* ner knerwledge of everyday 
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economic JilV* if history and theory are not harnessed together. 
Without the eond)inati(m ol tbc two not even the sceminfriy 
siniph'st of eonende <(ii(*stions can he answered, not evTn the 
question wliy this field is sow^n with eoni. 

The impossibility of doing this must be specially emphasised, 
because in recent decad(\s the separation of historical from 
theoretical studies has become wider and wider, until now we 
see two types of economist standing side by side each speaking 
a language the other does not understand, and neither able by 
himself to understand the real course' of economic life. 

In particular there are many modern t heon'tieal (‘conomists 
who in their efforts at the formal refinemt'nt of their theo¬ 
retical apparatus widen this gap by losing contact with his¬ 
torical and other economic facts. Modern economic theory 
arose out of the effort to overcome the lack of rt'alism of the 
older political economy. Wieser quite rightly observed that the 
rejection of speculative doctrines and a desire to get closer to 
the facts was common both to the historical school and to 
modern theoretical economics. Tin* actual course of economic 
life was to be undc'rstood by a fresh analysis of the same basic 
facts. This was the decisive impulse behind the formation of 
mod(*rn economic theory. It has certainly persisted with some 
theoretical economists and has been responsible for new suc¬ 
cesses in recent decades. With many others, howe\'er, it is no 
longer effective, and by their theoretical methods they arc 
withdrawing at ( xery step further and I’urther from the real 
world. Of Marshall, one of the creators of modern theory, 
Keynes once said: He wanted to enter the vast laboratory of 
the world, to hear its roar and distinguish the several notes, to 
speak with the tongues of business men, and yet to observe all 
with the eyes of a highly intelligent angel. So ‘he set himself’, 
as is recorded in his own words, ‘to get into closer contact 
with practical business and witli the life of the working 
classes And Keynes unfortunately was right when he added: 
“Marshall felt all this with a vehemence which not all his 
pupils have shared.” 

The stimulus of concrete problems and the force of historical 
facts is no longer sensed by many theoretical economists. The 
increasingly mathematical formulation of economic theory has 
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had the same ellVet, thoiiKh th(*re is no reason why it should 
fiave done so. The resulting propositions, in spite of their 
formal and logical correct ness, have little or nothing to do with 
a deterioration of theoretical economic analysis itself which 
had been mastered by tlie classics inon' fully than by many 
modern economists. Tlien* is t(i-day a \ery noticeable ten¬ 
dency in the abstract reasoner to keep his distance from the 
concrete object, and the ecpjanimity with which he ignores 
historical conditions or lea\(‘s them to the historian is olten 
(piite astounding. Here is one of the rc^asons why economic 
theory docs not achieve what it should in explaining the 
proble?ns of the real world and why the growth in the litcTatiirc 
of economic theory is out of all pro|K)rtion to its real contribu¬ 
tion. A new approach must be mad(‘ if there is not to be a 
reaction in the direction of an empiricism simply concerned 
with describing the maximum number of facts, a trend which 
is clearly observable in AnuTica. The new approach must not 
follow this type of em]>iricism, which is also incapable^ of 
understanding economic reality and its relationships. It iiiust 
aim at grasping and overcoming the (ireat Antinomy. 

(.•J) The danger of the dualist separation of theoretical and 
historical economies leading to comph tc* loss of touch with 
real economic problems was c*arly n‘alis(*d, though not clearly 
(explained. Early on, Schmoller criticised Menger's thesis of 
two separate scientilic objectives, maintaining that t hough this 
separation may doubtless hav(‘ had some justification, '‘this 
division must not l)e regard(‘d as an unbridgeable gulf”. 
Schmoller and many other economists of similar opinions 
wanted and want a unified economics, and to this extent we 
must completely agrei* with them. 

The question remains as to how they want to bring this 
about, and whether they have shown themselves al)le to tackle 
the problems of economic reality and its re'lationships. Again 
we are concerned not with individuals but with a method of 
study and a kind of scientific thinking which has established 
itself well beyond the confines of economics alone. "Descriptive 
economies provides the material for general theory. This 
material is the more complete the more fully the phenomena 
are described in all their actual characteristics, changes. 
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causes, and consequences,” said Schmoller in his debate with 
Menger. Consequentlj' it is necessarily of primary importance, 
"‘to increase, improve and make more accurate our empirical 
observation, so that with the aid of the better and more 
extensive descriptive material of every kind, classifications 
and definitions can Ik* improved, and typical sequences and 
their connections, causes, and ramifications may be more 
cl(*arly understood. If a science from time to time concentrates 
mainly on deseri})ti()n it is by no nu‘ans in neglect of theory, 
but to provide a necessary foundation for it.'’ 

Empirical economists in all countries ha\'e acted and are 
acting in accordance with these principle s, whether in trying 
to de'seribe past or present facts in words or, as statisticians, in 
figures. The huge quantity of works al)()ut different individual 
trades in the past or present, or different braneh(‘s of industry 
or particular industrial firms, about agri(*ulture or social con¬ 
ditions in particular countries, are inspired by tlu* i(li‘a that by 
collecting and classifying facts and describing particular 
economic situations some final total picture call(‘d theory will 
be achieved. The emj)irical investigator hope s in this way, that 
is, by trying to be “realistic”, to get an und(*rstanding of the 
real economic world. 

This history of science -and not only of economics- 
teaches that the real world cannot be understood by purely 
empirical methods. It is only necessary to consider the fate of 
the German historical school b(*tween 1870 and 1060, which 
arose in the very justifiable effort to study exhaustively the 
real (economic world, but which in fact produced generations 
of economists who may be accused of lack of realism with far 
more justice* than can the classical economists. It was not 
faulty procedure in carrying out the programme of the 
empirieists that led to its fuilure, but the fact that an under¬ 
standing of the real world was inevitably out of their reach. 
Why was this? 

In the first place, knowledge of economic reality or of the 
real world can only ee)me as an answ(*r to a question. Material 
can only be collected and facts observed in a significant way if 
definite problems have first been formulated. The historian, 
say, of Germany in the era of Bismarck has to proceed by 
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constantly askin/j (questions and formulating problems. The 
m(;re massing together of material has little sens(‘ and fails to 
reveal the motives of those engaged and th(*ir r(‘lationships in 
history. Th(^ botanist reaches a proper understanding ol‘ a 
plant by asking (juestions: What is its structure? How does it 
get nourishment? How is it reproduced? W(‘re lie merely to 
describe th(‘ plant he would simply be putting a number of 
facts side by side. Similarly the economist. If he is studying 
the economy of a particular area he is not getting any nearer 
a real explanation by eolleeting mattTial about the land and 
people, or gathering geological, teehnieral, geographical, legal, 
])olitieal, and economic facts. H(‘ lias to put (|iiestions: VVhy 
lias cotton spinning and weaving been started here? Why are 
wages comparatively low^? Why are the units in agrieulture 
small? Why are the returns from forestry small? "i'he questions 
are produced out of everyday experience. In looking for an 
answer to them he is justified in exp(‘eting to get a picture of 
the economy of that area. As his study proceeds new^ problems 
will keep arising. 

The pure empiricist does not tak(» this path, as may be seen 
from the many typical examples of his work. He w^ants 
passively to r<‘cord reality as it is in its fullness and to obser\ e 
and describe it simply l)y amassing material on eliniahs land, 
})eople, and the legal and economic systems. He do(‘s not start 
from a problem. 

Secondly, the empiricist fails to realise that in order to be 
able to answ’cr a question when it has been formulated the 
instrument of theory is needed. He assigns to theory quite a 
different function, and considers that the scientist should 
start by collecting facts, and once he understands the relations 
between them, he should then advance tow-ards theory. 
Schrnoller speaks of the tendency of all science "‘to become as 
it advances as deductive as possible”, and attacks over¬ 
emphasis on the individual and special in the social sciences. 
A general picture of economic phenomena is possible and 
necessary, and it is theory that gives this picture. A passage in 
the preface to the hundredth volume of his Investigations is 
very characteristic: “Works on economic history and the 
history of administration predominate in this series, and there 
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is not a single volume devoted to theoretical economics. My 
opponents will say that this is because I do not appreciate 
theory. My answer is that 1 rank it too high.” 

IV) hold that Schmoller and his followers are not opponents 
but supporters ol* thc‘ory is corned, only it must be kept clear 
that this empiricist theory is something quite difl'ercnt from 
the theory needed Jor seientitle knowledge. The problems of 
the economic process must from the start be put in a "‘general ” 
form and treated theor(‘tically in order to disco>'er the inter¬ 
relationships in an economic system. Theoretical propositions 
must be formulated and applied if we are to explain, for 
example, the deprt‘ciation of the dollar during and after the 
American Civil War, or of the German mark between 1914 and 
1928, or if the connections between the fall in foreign exchange 
rates, the* rise in prices and wages, the changes in production 
and in foreign trade relations and in the quantity of money are 
to be understood. Empiricists believe that the connections 
between facts (*an be discovered simply by d(‘scribing the 
facts, and that a theory (‘an in th(‘ end be constructed out of 
numerous descriptions of particular cases of monetary 
d<‘preciation. That such att(‘mpts fail is because no coum etions 
between the facts can be established out of all the material 
about prices, mon(‘tary circulation, foreign trade, the national 
debt, industrial and agricultural production in tiermany and 
America during this period. Schmoller’s d('mand that before 
a theory is worked out tlie phenonu'ua shall be described with 
their causes and eHV ets is completely impossible. The indis¬ 
pensable tools are lacking. So it com(‘s about that empiricist 
economi(*s collects together a mass of facts, but fails to under¬ 
stand ( conornic reality and its relationships. 

Thirdly, the “theory”, which according to Schmoller, is to 
express “what is general and typical in the unlimited variety 
of daily events in histcjry”, exists only in myth. It is to be a 
description ol' the concrete, but at the same time is to be 
general in character. This “theoretical” picture is to com¬ 
prise the most important political, economic, and technical 
facts of (Germany, England, and America, at diflerent periods, 
and yet be general ”. It is useless to ask what the significance 
is to be of so unhistorical and false a picture of the real world, 
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a picture that has never hivn paint(‘d and never can be. To 
demand that a theory ol‘ this kind he created is to show a 
failure to reeofrnise the (ireat Antinomy and to understand the 
purpose of ^enuiiu* theondJcal analysis. Empirical economies, 
in spite of its jj(‘nerous words alioiit theory inevitably mis¬ 
understands theoretical study, and is incapable of under¬ 
taking it. 

It is clear from what w(‘ have said why the purely empirical 
economist of any type, e\ en th(‘ statistician, is bound to fail 
to imd<‘rstand concr(*t(‘ econonne life and its interrelationships. 
All the rej)r(‘sentatives of this method, past or present, fail to 
j)erceive how the economic j^rocess, of which each individual 
cconomicfaet is a part, hangs togetluTas a wh(>l(‘. In t his way it 
represents a decline from classical political economy. It has Jio 
way of ad\ancirig beyond a collection of unanalyscd facts. Its 
vision and thinking is ponitHUsie and unrealistic, for it misses 
the signilicance of th(' intcrdep(‘ndenc(‘ of all economic 
aetiviti(*s. Hccausc it cannot provide r(‘lial)le answers to the 
(juestions posed, it has to fall back again and again on at¬ 
tempted (‘xplanation at tlu' level (»f (‘\ eryday experience . The 
result for (‘uipiricist economist s is they are incapable of dealing 
with the biased opinions and ideologies of “interested” 
parties.' ^ 

The four ways ot‘ thinking in economics which we have 
sketched here are A*erv different, and at v(Ty diflferent 
scientific levels, but they all fail to understand fully what we 
call the threat Antinom\'. There is, howe ver, another pro¬ 
cedure which takes the Great Antinomy as its starting point 
and thus has a special claim to our attention. 
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1. THE PUOCEDl HE 

TiiK UAS](’ IDKA is (juitc siiDplo: (MK* looks i’or phas(‘s, st(‘ps, 
or stages in the course of history, with the object of con¬ 
structing a tlieorv wliich will explain ex eryday (‘conoinie lile 
at each fihase or stage, and which is only to be valid for this 
phase or stage. Karl Hiieher, for example, asks for a s(‘paratc 
theory for each of his three '‘stages’' of development (house¬ 
hold economy, city economy, and national economy*) 
tlirougli which he considers the peoples ol'central and western 
Europe* to have passed. He maintains tliat “the working out 
of such stages of economic development is an indispensable 
aid, or even the only xvay in which the r(‘sults of economic 
history can be made of service to economic theory’'. 

The motives fiehind the creation of this complex of economic 
stag<‘s of development differed widely. The l(‘ading id(*a behind 
all sciences in the nineteenth century was that of development. 
last, Knies, Rosehcr, Hildebrand, Sehbnberg, Schinoller, 
Bucher, and Sornbart are only a few names from the great host 
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of those who saw economic reality as a process of development. 
Knies speaks of a law of relativity which pervades all studies 
of economics which follow the historical method. Everything 
changes in the course of development, man himself, legal and 
economic institutions, the applicability of economic ideas, and 
the justification for economic policies. The fact of development 
is always th(‘ fundamental fact and the study of e(!onomic 
development the fundamental task of economics. The task was 
conceived in a way which corresponded to the spirit of the 
time; that is, it was believed that what must be looked for were 
typical forms or regularities in development. “The laws by 
which the broad development of nations takes i)lace are of the 
same form as those for individuals”, said Roscher. Tliis normal 
regular sequence of development, it was firmly believed, could 
be best mastered l)y working out '‘stages of development”. 
Such schemes soon met with criticism. But tlie criticism was 
itself based on the notion of development. Knies, as early as 
1852 WTote, “The general models of the stages of economic 
dev(*lopm(.‘nt of nations, as portrayed by Friedrich List and 
his successors, have been discredited. Their abstract basis, the 
petitio principii in which they are involved, and the general 
sterility of their formuhe must be granted. But”, Knies con¬ 
tinues warningly, “we must urgently beware of under¬ 
estimating th(* significance of the task to be achieved. The 
study of historical development, the study of the laws of 
development of an economy, is certainly the only way by 
which w^e can attain to a full understanding of the economic 
situation of our time, and of the direction in w^hich w^e arc 
moving.” Bucher was quite right when he held that a unified 
conception of the regular historical course of economic develop¬ 
ment is the foundation for a theory of stages of development. 

In the tw^entieth century this line of investigation has 
entered a second and new^ phase. The idea of development now 
fades into the background, corresponding with the general 
intellectual tendencies of the time. “Attention is no longer 
concentrated on the sequence of the stages, or on their con¬ 
nections with one another, or on their development out of one 
another, but on capturing the different characteristics of the 
economic life of each stage” (Spiethoff). This new phase in the 
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study of '‘stages’’ of development may, perhaps, be called the 
discovery of '‘styles” of economic development. An attempt 
is here made to determine the economic “st 3 de” of the classi¬ 
cal, medieval, or modern age. These "styles” are to be put 
side b\" side rather than one after the other. Compared with the 
previous investigations of economic! "stages” there has been a 
certain shift in objectives. Instead of attempting to inv(\stigate 
"stag(\s” of develo{)ment by ranging over the whole course ol‘ 
Europe an historv, it is now single periods and peoples that are 
studied, the proec'dure being to build up from below. Th(*se 
distinctions between "stages” and ‘'styles” of development 
may bc' of interest from some points of view, but they arc! not 
important for the cpiestion on which we have to concentrate. 
Both "stages” and '\stvles” of develojnnent are cross-sections 
from economic historv. As Spiedhotf says: "Styles and stages 
arc constructed for dillc rent purposes. But the results of the 
construction of stages of de\'eloj)ment largel\' serve* the pur¬ 
poses for which the ‘styles’ of development arc worked out. 
The means used are* essentially the* same, that is both are 
cross-sections of economic historv.” 7'hus the results of' work¬ 
ing out "styles” and "stage's” of development are closely 
similar. The series of "styles’' of ele'vclopment proposed by 
Spiethoff, household e*conomv, e*ity economy, re'gional eco¬ 
nomy, and national f‘conomy, are* not significantly different 
from some of the older systems e)f "stages” of de\'e*lopme*nt. 

All these cross-sections, wh(*the!r stages or styles, are con¬ 
structed for ther ])urposc of oveTcoming the Great Antine>my. 
This is the* clear aim of their creators. They arc to provielc a 
realistic l>asis for theoretical analysis. Each of the se types is to 
be a picture* of historical reality. They are to resemble pictures 
in whicli individual details are omitted in order to bring out 
more clearly the essential fe*aturcs of economic life. The details 
are left to the economic liistorian. Sombart's "econe)inic 
systems” are not meant to be a series of abstract forms, but to 
capture concrete historical characteristics. His account of 
" Capitalism ” as an economic system aims at describing actual 
economic life. Biicher was well aware that the "national eco¬ 
nomies” of to-day contained elements belonging to "city 
economies” or "household ecorionucs”. But according to him 
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a particular form of economy, the “national economy”, 
actually predominated or was “normal” in the eyes of con¬ 
temporaries, and this normality was described in the economic 
“stage” of the “national economy”. 

Broad and attractive prospects are here opened up. For 
every “stage” or “styles” a theory is to be built, a historical 
theory, peculiar to and relevant to a particular period of time 
and limited in validity to a particular period oj‘ time. That is 
what the earlier historical school wanted. Knics explained that 
to each stage of economic development there was to be a corre¬ 
sponding stage of theory. The “absolutism” of the (hissical 
economists would in this way be overcome. "I'he classics may 
have been right for their own period and its institutions, but 
beyond this their claims were unjustilied. Contemporary his¬ 
torical economists hav(‘ essentially the same aims. However 
the individual ''stages” or '‘styles” of dev(‘lopment may be 
labelled, whetluT thc‘ series consists of “ primitive independent 
(‘conomies”, '‘craft industries”, '‘capitalism”, or of '‘house¬ 
hold economies”, “city economies”, ‘'regional economies”, 
'‘national economics”, there will always be the task of con¬ 
structing a theory for each '‘ stage ” orstyle ” of development. 
Each “stage” or '‘style” is intended to give a picture of 
reality, and so the theory to be based on them has been called 
by Salin, Spic^tholf, and many others ''intuitive” or descrip¬ 
tive theory. Sometimes a '‘timeless” economic theory or a 
purely formal theory is worked out first, which is to explain 
phenomena not subject to historical change. But most 
(‘conomic phenomena are subject to change, and these are what 
the “intuitive” or descriptive theories purport to deal with. 
Whatever the formal terminological details, there would seem 
here to be a sure way of overcoming the Antinomy, of eliminat¬ 
ing the opposition between history and theory, and of coming 
to grips with economic reality. 

This point of view is held by many well outside the circle of 
those actually working at the construction of “stages” and 
“styles” of development. Nor is it confined to representatives 
of the historical school, or to certain economic historians. That 
history in all its variety is capable of being studied theoretic¬ 
ally by constructing cross-sections is widely taken for granted, 
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wliJitevcT variations in emphasis there may be over points of 
detail. This view is held to be the solution of the Antinomy. 
Even theoretical economists when reflecting on economic his¬ 
tory, regard their task as that of studying the contemporary 
“stage” or “style” of economic development. Even those 
theorists who take no account of the variety of historical 
development, if asked what it was they really studied, would 
answer that fundamentally it was the economic forms of the 
present day, or of the last decade, or of “capitalism If con¬ 
temporary eireumstanees alter, they would hold that the 
theory must alter, for the forms taken by contemporary evcaits 
are always for them of particular importance. In a socialist 
economy, it might be added, economic theory would have to 
alter correspondingly, just as, for example, after the ehangi‘s 
in the economic constitution caused by Fascism, Italian theo¬ 
retical economists tried to ])uild a iu‘w fascist tlieory corre¬ 
sponding to the political situation and the new economics 
‘‘styleTlic only din’erciicc between these modern theoretical 
economists and the exponents of ‘‘stages” and “styles” of 
development is that the interest of the former is concentrated 
more on the present day, with the economics of the past kept 
comparatively in the background. The notion is generally held 
that each f)criod must have its own theory and its own 
economics and that the economist’s task is to ada))t his work 
to the developments of economic history.*- 

A formidable question faces us at this point. Is it possible to 
overcome the Antinomy in this way and to get an under¬ 
standing of economic reality? The path seems accessible, but 
docs it lead to our objective? It is not a question of whether 
this or that conception of the theory of “stages” or “styles” 
of economic development is the better. We are not asking 
whether Sornbart’s, Schonberg’s, liiicher’s, or Spiethof[‘’s 
economic “systems’ or “stages” or “styles” are to be 
adopted. Our question is a more radical one: Is it possible at all 
to obtain scientific results by constructing cross-sections of 
development, and theories limited in application to a par¬ 
ticular period? If it is, then w^e simply have to proceed with 
discussing the details of such cross-sections. If not, then we 
must turn back and look for a new path. 
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II. THE PROCEDURE CRITICISED^ 

A SECOND MAIN PROBLEM 

Before beginning our criticism it is necessary to say some¬ 
thing about the habitual, but incorrect, application of the term 
"‘ideal types” to these “ stages ” or “ styles ”, Being intended to 
give a picture of real economic lift, the only suitable term for 
them would be '"real typ(‘s”. Such a “real type” as that of 
“city economy” or “ca])italism” is meant to portray the real 
condition of the (‘cononiy of a country at a particular time. 
“Ideal types”, as the term implies, do not represent real con¬ 
ditions. VVe shall be concerned later Avith how they arc* 
obtained, what tlu'v ari‘, and what purpose they serve. They 
differ fundamentally from “real types”. We shall shoAv 
whether and how both “real” and “ideal” types can be used 
by the economist as instruments Ibr inen'asijig knowledge. 
But thes(i questions cannot be cleared up if the two sorts of 
types are confused, and two logically quite different forms are 
given th(‘ same name. To-day both “real types” and tlie 
genuine “ideal types” are called “ideal types”, as though 
l)oth red and green Avere called “green”. Tlu' tA\^o must be 
k(q)t aj)art. 

The contrast betAveen ideal types and real types will be 
brought out clearly later on in this book. It is necc^ssary to 
refer to it here, because it is impossible to Avork Avith an 
apparatus of conc(q)ts Avhieh Avould so soon proA e to be faulty. 
But the content of the critical analysis that folloAvs remains 
valid also tor those Avho cannot bring themsch es to abandon 
the former inadequate terminology.^^ 

The nature of the subject determines the particular ques¬ 
tions to be put about this procedure. The aim is to portray 
historical reality by constructing economic stages or styles of 
development, tlicreby creating a basis for theoretical analysis. 
Two questions suggest themseh es. Can the economic reality 
of to-day and of tlie past be portrayed by types like these 
{v. Sections A and B below)? And, secondly, do they afford 
a foundation for theoretical analysis (v. Section C below)? 

The first question, which is historical, subdivides further. 
We mentioned just now that the creators of these types had 
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two main motives behind their work. Either they wanted to 
give a picture of the course of economic development; or, 
putting the notion of development in the background, they 
wanted simply to construct types representative of wdiat is and 
has b(‘en n^alised in the economic world in the past and in the 
{)resent. Can tlic actual course of economic events hv repre¬ 
sented by a succession of "‘stages” (c. Section A below)? 
Further there is the separate (piestion as to wliether economic 
rc‘ality at a j)articular time and place can ever be portrayed by 
means of that sort of “type” (z*. Section H below). The latter 
question is obA iously more important for our purpose*. 

A. STAGES OF DEVELOPMENT 

Tlie question wliether economic history can be adequately 
represented as a series of eeonomie* stages of dev elopment has 
alreaely been answered in the ne^gative*. 

(1) All ninedeenth-eentury e*xponents of “stages” of his¬ 
torical elevelojimemt started with a particular, limited e*on- 
eeptioa of liistorv. For them “history” eo\(*re‘d roughly the 
last three thousand years, this picture being late r ext e nded by 
some thousands of years by the discoveries and ele*eiphe‘rings 
ill Mesopotamia anel Fgyjit. There may certainly liave been an 
inteTcst in the eonelitions of human life in the se)-ealle*d state of 
nature, the original conditions of human beings, and in its 
economy and e e’onomie forms, but the beginning of history 
jiropcT was regarded as corning some* fe w thousand years liefore- 
the birtli of Christ. In the opening de eade‘s of this century a 
revolutionary extension of the ielea of history took place. As a 
result of the e*o-operation between students of pre-history, 
ethnole:)gy, and history, the heirizon has been exte nded tem¬ 
porally by hundreds of thousands of y(*ars, and spatially o^'er 
the whole* earth. The last few thousands of years of Pairopean 
history have* their place in the perspective of the whole of 
world history as a brief unK}ue lightning-flash, the e‘n(*cts of 
which cannot yet be surveyed. What seemed to the nineteenth- 
century liistorian to be the whole, or the one essential phase - 
these last thousands of years in Itiurope—is now^ seen as simply 
a part of a rnucdi vaster wdiole. The decline of cultures and their 
regressions emerge much more clearly, so that an irreversible 
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series of ‘^stagcs” of development has become eompictely 
inadequate. Furthermore, even though the economic organi¬ 
sation of (‘ultures of which there are no written records 
cannot be at all precisely described, it is p(‘rfectly clear that 
with their different natural, social, and politi(!al environment 
it must have taken on quite different forms. Ihieher and other 
(‘conoinists wanted to a})ply their '‘stages’- of dt^vcloprnent 
simply to tlu* Hellenic-Kuropean area. The narrowness of these 
limits did not seem of importance to him and his contc mjM)- 
rarics, and th(* whole course of history proptT was regarded 
as having been explained, lint as soon as the new and wider 
[)ictur(* of history replaced the old one, this limitation \o a 
few thousand ycixrs of economic life is s(‘(‘n to be a decisive 
defect.** 

(2) llowcxer, sucli “stages” of economic history are 
inad(‘(juate even for the three thousand years of European 
(‘conomic history i‘or which th(*y were specially constructed. 
That ev(‘n the limited validity claimed for them cannot be 
granted is a much weightier and more decisive objection. The 
very scries of historical facts which they jnirport to explain 
cannot be cornprcssc’d into such sethemes of development. 

For cxamj)lc, we know now that the economy of the ancient 
world, its economic institutions, the extent of its long-distance 
trade, and its productivity, reached their zenith in the third 
and second centuries ij.i . An extremely productive economy 
wdth extensive division of labour had grown up, especially in 
the countries of the Eastern Mediterranean, in the empire of 
Alexander and his successors. From that time on th(*se 
countries fell back, and as they gradually came under the 
Roman Empire, entered on a long process of decline which 
individual emperors' attempts at re\'i>al could not arrest. 
“The outstanding characteristic of the economic life of the 
later Roman Empire was gradual impoverishment” (Ros- 
tovtzeff). If we were to try to apply Hildebrand’s well-known 
scheme of development (‘‘natural economy”, “monetary 
economy”, “credit economy”) to this long epoch in our cul¬ 
ture, w^e W'ould have to reverse its order if it w^ere not to conflict 
with the actual historical sequence of events. In the third 
century b.c. in Egypt under the Ptolemi a banking system 
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arose—that is, a ‘‘credit economy”—^^vhich decayed in the 
course of the following centuries. The Roman banking system 
of the second and 1st centuries n.c. disappeared under the 
Emjure. The regression was not simply one from a credit 
economy to ji monetaiy economy. Later, in the first century 
A.n., the monetary economy also collapsed. In the third cen¬ 
tury A.i). the circulation of coins was confined simply to a few 
sectors of the economy, and a barter or “natural” economy 
l)ecame again the normal form for e(‘onomic life. Hildebrand 
held that the higher form always developed in a gradual 
transition out of the lower, the new gradually overcoming the 
old. In these five hundred years the opposite took place, the 
more primitive form supplanting the more advanced. 

Biicher’s scheme of development also fails and has to be 
reversed, if it is not to eonfiict radically with the facts. The 
Hellenistic stat(‘s of the third century n.c. had reached the 
stage of a “national economy”. During the following centuries 
a pr(»eess of decline set in: trade fell olT, the di\'ision of labour 
shrank, and the towns d(‘eayed. In the course of the third 
century a.d. tlie peasants in most areas of the great empire 
returned, so far as it was at all possible, to a '"housc^hold” 
economy, almost every farm meeting its needs mainly by its 
own production. Economic decline, not develoi)ment, is the 
basic characteristic of these three hundred years. This was no 
short interlude or rapidly reversed withdrawal, but a long- 
drawn-out process, as long as the period from LtOO till to-day. 
It was a decline of the greatest importance in world history, 
the effects of which have ])ersistcd into our day, and which by 
itself is sufficient to demonstrate the error of the theories of 
developnumt and its stages.^® 

There is another case, nearer at hand, of a painful regression 
which lasted for centuries with after-effects persisting to the 
present day, which reduces ad absimlum the theory of stages of 
development. There is a widely held opinion that extensive 
national economies or “capitalism” developed directly out of 
the medieval city economy with its craft industries working 
for local requirements. However, in the middle and later 
phases of the medieval period, division of labour had been 
developed over a wide area extending to Asia and Africa. The 
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burden of organisation and enterprise was borne by the long¬ 
distance traders, who often put out work to their dependent 
workers. The great cotton cloth producers in the south 
German towns of Regensburg, Augsburg, and above' all Ulni, 
needed cotton, which came from Syria, and Cyprus via Vc'uiee, 
and they found thc'ir markets as far distant as Spain, France, 
and northern and (?ast(*rn Europe. In the medieval to\\ii the. 
long-distance trader and whoh'saler belonged economically to 
the leading aristocratic class, which was usually also politically 
dominant. His fi(*ld of economics activity was not simply his 
town and tlic surrounding neighbourhood, ))ut tin; wliole of 
Europe. The great cultural ac*hi(*v(‘inents of the niedicvai 
towns did not take ])laee witliin the narrow limits of a local 
‘‘town” economy. Also in the many thousands of small towns 
there was no ‘‘town” economy. They were too small for all the 
lu cessary branches of manulacture to (h velop. There were, 
too, country towns which supplied agricultural ]>rodu(^ls in 
exchang(.‘ for many of the manufactured goods they needed. 
These came from long distances, and these toAvns were thus 
involved in what has, with some exaggeration, bec ji dc'seribed 
as ‘‘the medieval world economy”. The picture as drawn by 
Bucher, Sehmoller, Below, or Sornbart of the medieval 
economy at its heiglit and later stages has been proved wrong. 
“Towards the end of the fifteenth century a far-r(‘aching 
unification of Europe took jilaee. Most of tlu* countries of 
Phiropc were in intensive economic exchange and communica¬ 
tion, and within the total picture of the Phiropean (‘conomy, as 
it may justly be called, there were smaller an'as of particailarly 
active exchange and particularly clos(* mutual dcjxmdencc*. 
These were complementary with one another in production 
and in needs, and forinc'd regional ec*onoinic units and mar¬ 
kets.” “Flanders became the market place for the goods of the 
world. The Mediterranean, North Sea,, Ihvltic, and Central 
European systems were linked, or Avoven, tog(*ther at this 
point. Phigland, the lower Rliinc, Northern P'rance, South 
Germany, Saxony, Northern and Central Italy, became pre¬ 
dominantly manufacturing areas, the seat of textile, metal, 
and arms production for export purposes” (Clemens Bauer). 

This period came to an end toAvards the latter part of the 



74 The Foundations of Economics 

sixteenth century. The economic area of Europe was broken 
up, the former extensive division of labour, with so many 
branches of production dependent on it, shrank. It was the 
formation of the modern states which abo\T all brought about 
this painful long-drawn-out process. The modern state witli its 
new objectives in power politics saw the world market as a 
battle arena where import prohibitions, prohibitive tariffs, and 
the other weapons of mercantilist policy might be employed. 
In Western Europe, in England, France, and Spain, where 
already in the sixteenth century absolutist states had been 
built up, comparatively large economic areas remained and 
these were still further extended by colonial conquests. It was 
otherwise in Germany, where the old Empire fell apart into 
countless small states, as also did Italy. The process of decay 
was particularly marked and persistent in G(‘rmany, which 
dissolved into ^•ery small economic units. What took place, 
therefore, was not an advance from a '‘town’' economy to a 
“regional” economy, but the break-up of Europe an economic 
unity. This collapse of the European economy and its division 
of labour was particularly felt by its main supporters, the 
towns and cities. The importance of the former great centres 
of trade and manufacture like Bruges, Liibeek, Nur(?mberg, 
and Venice dwindled. The impressive achievenuait of Augs¬ 
burg at the time of the Fuggers and Wels(?rs was more a finale 
than an overture. The economic, intellectual, and political 
horizon of the “bourgeois” class narrowed. What is often 
called the “ICarly Capitalism ” of the sixteenth century was in 
truth the later phase of an economic jicriod. The regression 
was for no short interval, but was a long-lasting dc\'(jlopmcnt 
of historical im|)ortaiiee for the whole world, without wdiich it 
is impossible to understand (ierman political and economic 
history in the nineteenth century and German life to-day. “It 
is especially necessary in portraying (ierman history in this 
period to be free from those false notions of development and 
progress which suggest that because the German economy of 
about 1700 seemed narrow in ideas and extent, it must before 
that time have been still narrower. In this respect the well- 
known theories of economic stages of development have had a 
specially harmful effect” (Rorig).^® 
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All this schematising of historical development and pro¬ 
gress, whatever its basis, leads nowhere. When Schmoller held 
that in the course of historical development the areas of 
economic co-operation get larger and larger in size and popula¬ 
tion, he overlooked the periods of regression. Sombart, too, 
was wrong when he sought to trace a gradual development 
from the self-suflieicnt economic units of the early Middle 
Ages, through the period of craft manufacture,* down to 
mod(Tn capitalism. Tlie basic idea is wrong. These theories of 
development and economic '‘stages” distort our view of his¬ 
tory and must be put on one side, if we are to see the historical 
landscape as it really is. 

n. '‘KcoNOMic systems”, as contrasted 
WITH ‘‘styi.es” of economic development 

Ranke once demandtd that every period of history should 
be judged “not for wliat emerged from it, but independently 
as it existed itself”. That is truly what we should want to do. 
To look in history only for lines of development is to run the 
risk of regarding earlier periods simj)ly as the precursors of 
later ones, th(j fourteenth century simply as the precursor of 
the fifteenth, and the fifteenth of tlie nineteenth, and of failing 
to see the individual period or individual man or historical 
event as they independently existed. The theory of economic 
stages was intended not only to describe development, but to 
epiton)is(^ the economic life of a period, the economy of the 
ancient world as a “ household ” economy,f that of the Middle 
Ages at their height and in their later stages as a “town” or 
“city” economy.J The question arises as to whether this is 
possible. The theory of economic “styles” as conceived by 
SpiethofI’ leaves the element of “development” in the back¬ 
ground. As to these “ styles” the only question is whether such 
“real” types as the “independent” economy,§ the “house¬ 
hold” economy,II the “regional” economy,^ or “capitalism” 
can represent the economic form and concrete historical detail 
of a period. This sec’ond question which wc now have to answer 

* Handwerksmassiger Wirlschafl. § Eigenwirtschaft. 

t Oikenwirtschaft. |1 Hauswirtschaft. 

t Stadtwirtschaft. Landschaftwirtschaft. 
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goes deeper than our previous one. For it asks whether a living 
and understanding account of history can e\^er be given by 
means of the types’' iisuallj^ employed. 

It would be pointless at this stage to answer in purely 
methodological t(Tms. The procedure must be seen at work, 
and only the study of the actual history of economic life can 
decide the answer. 

1. J'he Ifisfoncal Facts 

We shall begin with some eases from the ancient world and 
the Jliddle Ages and take as our first example the world-wide 
Roman empire of Augustus, and the two economically most 
im])orlant countries Egypt and Italy. In Egypt th(' primeval 
principle st ill held that tlie land belong(‘d to the state, and that 
the peasants were tenants of the stale. The fellahe(‘n worked 
in eompulsory organised groups uiuler the orders and super¬ 
vision of a stat(' oilicial. They might sell food only with the 
permission of the stat(\ oth(*rwise most of their produce* liad to 
be deliv(*red to the state warehouses, from which it was sold. 
Tlie earlier Roman emperors tried to create an additional class 
of independent private landowners, in this way cont inuing the 
policy of the Ptolemies. But the mass of the rural population 
eontinu(‘d in its old bonds to the state, as did many of the 
craftsmen, traders, shipping and transport workers. They too 
were often conscripted togetlier in groups under the command 
of stat(* oflieials. Side by side with this sector of the economy 
consisting oi‘ the tied fellaheen, was the other predominantly 
(b*cek sector with its centre at Alexandria. Here were large 
private manufacturing and commercial firms with extensive 
connections and shipjiing business. Numerically this com¬ 
mercial section of the economy was small compared with that 
of the older centralised state-controlled monopoly which 
embraced the mass of the population. 

The economic “order” or system* in Italy at that time was 
entirely different. In Italian agriculture large and medium¬ 
sized estates had grown up alongside the older and smaller 
peasant farms, and occupied a greater part of the country’s 
area. The farmers were linked with the market in differing 
* Wirtschaftsordnung. 
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degrees. Those with the least connection were the older small 
peasant farmers wI)o mostly wove at home the ir own eJoth and 
obtained their tools and other consumers’ goods from traders 
and craftsmen by the sale of oil and wine. The medium-sized 
and larger farms worked more for the market, and being more 
closely involved in an exchange eeononjy, spc^eialised more on 
agricultural jwoduction for the market. In manufacture in the 
towns th(‘ small and medium-sized firm was predominant, 
employing partly free and i>artly slave labour. Organisations 
such as guilds did not usually limit the independeiice of the 
individual firms. 

In the course of the first century a.d. the inde])endent 
peasant disappeared altogether in Italy. The medium-sized 
and large farm worked by slaA es wliieh had been typical of the 
previous epoch was also on the decline. Instead, tl)e soil of 
Italy was now worked by small tenants on iarrns which partly 
belonged to th(' emperor, and partly to a small class of private 
owners. The agriculture of Italy, and therefore the whole 
economy, was now characterised by another form of land cul¬ 
tivation. A ‘‘tenant” economy* had established itself and 
anotlier kind of economic systemf arisen. It would be unhis- 
torical to call something a ‘‘style” of economic develoj)ment 
which was typical both of the Egyptian economy aiul of the 
Italian economy at the time of Augustus, as well as at the 
time of Hadrian. 

Two hundred years later, at the time of Diocletian and Con¬ 
stantine, at the beginning of the fourth century, the e(*onomic 
system of the Roman empire had the following main charac¬ 
teristics. The control of the economy was now in the hands of 
the state, rather than in those of private indi\'iduals. Private 
property still existed, but the owner’s rights were extensively 
restricted. The liusbandman or tenant had declined into par¬ 
tial slavery, being now tied by heredity to his landlord and to 
his job and its location. Many craftsmen and traders in tlie 
towns w-ere also tied from birth to their jobs, being enrolled in 
compulsory corporations and compelled to demand only the 
prices fixed by the state. As the farmers mostly produced 
for themselves the manufactured goods they needed, the 
♦ Kolonenwirtschaft. t Wirtschaftsordnuiig. 
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craftsmen and traders sold little to them. The army, that is, 
the state, was the main market for manufactured goods. The 
larger workshops were usually managed by the state, which 
employed labour tied to the particular workshop, as in Egypt. 

The fundamental difhculty in the economic history of the 
ancient world lies in the fact that it is only for the later cen¬ 
turies, and for certain countries, that the sources are suHicient 
for an understanding of the economic system of the time. Of 
fifth-century Athens, of the much discussed Spartan system 
of the same period, and of the Greek economic system of the 
time of Homer, we can only obtain a partial picture. It is quite 
clear, however, that a very great variety of diflerent economic 
systems existed, and that it is impossible to epitomise this 
historical variety in a single '‘\stage’' or ‘\stvle” of develop¬ 
ment. 

After the Middle Ages reached their climax, and to some 
extent already before that, not only can j>articular aspects of 
the various economic systems be established—for example, 
whether market exchange existed or not—but also the struc¬ 
ture and framework of the systems. The thousand years of the 
Middle Ages were by no means without revolutionary changes 
in the economic system, and different systems often existed 
simultaneously in diflerent areas. In general two main epochs 
in medieval economy may perhaps be distinguished: that in 
which the great manors dominated economic life, and that 
after about the twelfth century in which the towiis were 
largely emancipated from the domination of tlie religious and 
secular landlords, and in which the long-distance merchants of* 
the big cities became the most important organisers of economic 
life. The crusades and the colonisation of the German terri¬ 
tories in the east were especially closely connected with this 
profound revolution. The first period cannot properly be called 
that of a barter or a “household” economy, nor the second 
that of a money economy or of a “town” economy. None of 
these terms fit the facts and they all fail in the decisive task of 
making comprehensible the structural elements of the medieval 
economy. The manors, common down to the eleventh century, 
belonged to a different economic system from that of the later 
rent-receiving landlords. Under this latter system the control 
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of economic life passed more and more out of the hands of the 
manors. The rise of the rent-receiving landlords* was a sign of 
the dissolution of the old order, the eclipse of the independent 
economic unit of the manor, the passing of economic leader¬ 
ship to the farms with a consequent change in the conditions 
of labour, and a closer relation between the individual peasant 
farmer and the exchange economy. In northern Europe, and in 
parts of central Europe, the free peasant had maintained his 
existence, so that in these parts yet another system of agri¬ 
culture obtained. At the same time we must realise that even 
in the first fiv^e hundred years of the Middle Ages extensive 
commercial relations existed, though they were confined, 
except for sonu? part icular types of goods, to certain sections 
of the European economy. 

The second period, in which long-distance merchants came 
more and more to the forefront throughout the whole European 
economic system, brought the welding together of Europe into 
one great economic area. In this the single sections, as we have 
just mentioned, were closely linked together in the provision 
and marketing of important goods like food and clothing. 
Again it would be premature and mistaken to conclude, with¬ 
out qualification, that there was a uniform ‘‘ style ” of economic 
d(*vcloj)ment in this period, (ircat differences in structure 
existed between the area south of the Alps, the Mediterranean 
area, and tfiat north of the Alps. The guilds, for example, 
developed much earlier in the south than in the north. There 
were also important diflerences in economic organisation 
within the southern and within the northern areas. Lubeck in 
the fifteenth century, to take an example, aimed in its 
economic policy at the defence of the positions it had earlier 
conquered, and closed entry to the guilds, following what was, 
on the whole, a conservative policy—at the very time that 
Nuremberg was pursuing a policy of freedom of production, 
immigration, competition, and of general expansion. The 
economic system of the two cities was completely different, 
though both were governed by a commercial aristocracy. 
Where, as in Freiburg, the craftsmen had gained power in the 
city, economic policy was, of course, different, the monopoly 

♦ Rentengnmdherrschaft. 
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policy of the guilds being prosecuted much more vigorously, 
so that with imports from other cities being cut off long¬ 
distance trade markedly declined. A comparison of these three 
eitic's alone at this one period shows three different economic 
syst(‘nis sid(' by side, and the differences were certainly of 
fundanKMital importance. They affected continually the every¬ 
day economic life of the trader, th(‘ eraftsinan, the fanner, and 
tlu' shopkeeper, and the whole city or area both in prosperity 
and in decline.*® 

2, The Different Economic Systems 

Tlu^se brief remarks on the economic systems of the ancient 
world and of the Middle Ages, must sullice for the present. If 
we add now a picture of economic reality in modern times, we 
may arrive at some conclusions about our problem, which 
will l)e essential for understanding economic reality at any 
p<Tiod. 

(1) Whether it is the economy of ancient Egypt or of 
Augustan Rome or of m<‘dieval France or modern Germany 
or anywhere cls(% every economic j)lan or (economic action of 
every peasant, landlord, trader, or craftsiUcan takes jdaee 
within the framework of an economic order or system, and is 
only 1o be understood within this framework. TIu^ economic 
process goes on always and everywhere within the framework 
of an historically given economic system. The system may be 
a bad one, but without a system no e(*onomy is possible. 

If we \vere looking down on the world and its amazing 
swarm of human beings, on the variety of employments, the 
different patt(Tns of related activities, and on the streams of 
goods, the lirst qucfstion wc would ask is, “ Wliat is the order or 
system underlying all this?” That would be the right question, 
for we could say nothing of significance about what was going 
on, if the system remained unknown. Many people who have 
looked at an ant-heap will have 'wondered about the system 
it represents. One of the great differences betw^ecn an ant-heap 
and a human economic system is that the system of the ant- 
heap never changes, as man’s economy does. Anyone taking 
a bird’s-eye view of Germany in 1700 or of China to-day, 
and asking w^hat the economic system was like, would get a 
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different answer from that of someone asking about the 
economic system in (Germany to-day. 

Does one central authority direct everyday economic life, 
or do countless single individuals make their own decisions? 
Does this system consist of small independent economic 
bodies, such as family economics? Do the individual units 
have tluar own central directing authority? In that case the 
whole consists of a number of small centrally directed 
economic bodies, as in many parts of China around 1900. Or 
arc there larger centralised administrative authorities exten¬ 
sively r(‘gulating everyday economic life, as did the early 
medieval manors? If many individual ceonornic units, though 
they may make their plans independently, are dependent on 
and exchange with one another—as in (Germany around 1900 
— tlicn the question arises as to the/on/i of the system of 
exchange relatio!\sl\ips. What are the rules of the game? The 
bird’s-eye view shows not only streams of goods, but the way 
in Avhich the detailed day-by-day activities of men fit together. 
What is the system behind the daily application of labour? For 
example, in 1910 in llussia and the UnitcHl States men were 
working both on tlu‘ land and in the factories. How were the 
proportions between these arranged in the two countries? An 
investigation would ha\’c sliown very different systems to be 
at work, in Russia tlie predominant characteristic of the labour 
supply being that of a centrally directed economy, while in 
America freedom of contract prex ailed. 

In agriculture, manufacture, trade, and communications, 
whatever the country, there is always a particular partial 
system: labour relations are ordered in a certain wa 5 % and 
there is always a certain monetary system. All these parts lit 
together as siTtions of a whole system, that of the particular 
economic syst(‘m in question: for example, the economic 
system of contcunporary France, or that of Byzantium in the 
eleventh century. 

In the past an immense, almost unlimited, variety of 
economic systems have arisen and disappeared. If one was asked 
to describe the different sorts of economic system existing in 
ITOOin the countries of Europe, in India, China, South America, 
and Africa, a series of pictures would have to be presented 
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as varied as they would be interesting. In the twentieth 
century the economic systems in the different countries have 
been chanp:inf; very rapidly —and not only in industrialised 
countries. There is a wide variety of economic systems to be 
seen side by side, for exanifde, those of England, Russia, and 
Japan, as tliey were in 1935. The economic system of a 
country is made up of the totality of forms in which the daily 
(‘conomic process takes its course. 

(2) How did the diflVrent kinds of economic system, to-day 
and in the past, come into being? 

Most of them grew up in the course ol' history, only a few 
being created on the basis of a comprehensive plan. In the 
ancient world, in the (^arly and later Middle Ages, in the first 
century or t wo following the Renaissance, and in the regions 
outside European civilisation, the various economic systems 
were usually the r(‘sult of historical growth and but seldom 
due to any significant extent to a will to create an entire 
economic system on certain fixed principles. They were 
shaped by their framework of physical environment, and by 
political and economic events at home and abroad, without 
any comj)reli(msi\ e systematic plan. (‘(Ttaiiily, many states in 
the ancient world and in modern times, aiul many medie\al 
cities, have infiuenc(*d their economic system by their economic 
])olicies. X('vertheless these economic* systems must be re¬ 
garded as the prodiKrts of growth, for interv(‘ntioM was mostly 
not the result of a total plan for ordering the whole economy, 
or parts of it, such as agriculture, manufacture, and industry 
or the monetary system. The motives for such measures wen* 
rather some passing political difficulties at home or abroad, 
and they proceeded piecemeal case by case. If medieval towns 
by measures of price policy, or by blocking immigration, or 
forbidding guilds, altered their previous economic system, 
they did so as moves in the struggles for power of their time, 
or in order to remove particular evils, but not with any 
fundamental intention of establishing a comprehensive a 
priori system, for, say, the whole trade of a city. 

History can show only a few cases where an economic 
system was constructed on the basis of certain general, 
rationally thought out constitutional principles calculated to 
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render it effieient. The great reshaping of the economic 
system which took place at the turn of the eighteenth and 
nineteentli centuries and in the first half of the nineteenth 
century is a rcrlevant example. Private property and freedom 
of contracit and competition were the governing principles by 
which the economic system was to be shaj)ed. Out of the 
understanding of the interdependence of the wliole of every¬ 
day (‘conomic life, and from the discovery that competition is a 
highly effective regulating mechanism, the classical economists 
de\'eloped th(’ir governing principles, and proj)osed great 
reforms in order to realise* these principles in practice. They 
belicN'ed and hoped that a simple system of natural freedom, 
as Smith put it, could bring into being a well-ordered com- 
petiti\(‘ economy. In this ease an economic system was to 
be built on the basis of an economic '‘constitution”. By an 
'‘economic constitution” we mean th(* decision as to the 
general ordering of the* economic life of a community. Of 
course, there are also partial constitutions: for example, for 
the monetary system, for agriculture, or for the conditions of 
labour. 

It may he the case that an economic constitution is intended 
to shai)e an eeonoinj' or ])art of it, but that in fact thet economic 
system does not correspond, or not completely, with the con¬ 
stitution. This is a characteristic of the later part of tlu* nine¬ 
teenth and the beginning of the twentie th centuries. According 
to the basic princij)lcs of most modern economic constitutions 
there is supposed to l)c private property and freedom of con¬ 
tract and competition. The actual economic systems sup¬ 
posedly based on such an economic constitution in fact 
diverge more and more from these principles. To an increasing 
extent, for example, '' freedom of contract” is used to abolish 
competition by means of cartel agreements. The governing 
principle of competition is thus contradicted by the actual 
development of important sectors of the c*conomy, for 
example, in the coal and iron and steel industries. Freedom of 
contract is often used to alter the form of the market and 
build up concentrations of economic power. “The simple 
system of natural freedom”, contrary to expectations, does 
not bring about a competitive order. To take another example. 
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that of the English monetary system at the same period: 
Peel’s Act of 1844 shaped the economic constitution of the 
country. Definite governing principl(*s, precisely tliought out 
in theory, were to be laid down for the creation of money. The 
creation of money was to be concentrated in a monopolist 
central bank, and in the main limited by the purchase of gold. 
On this constitutional basis the English monetary system was 
ordered and developed in a manner impossilfie without such a 
basis, although the result was difierent from what the makers 
of Peel's Act had intench^d. Thesi‘ men had been thinking of 
paper money, not of bank money. A system therefore 
developed in whicli monej^ was created both by the bank of 
issue and by the private banks ))v way of credit expansion. 
The quantity ol* credit was regulated by tlie interacting 
instruments of the discount rat(^ and open market policy, and 
the English money market was thereby controlled by the Bank 
of England in a way not foreseen in th(‘ monetary constitution. 

To summarise: there are, then, two sorts of economic 
system, differing in their origin, those that “grow” and those 
that are '‘er<‘ated”. If the former w(‘re predominant in the 
past, the latter have come jmaninenlly to the fore in recent 
times. The modern industrialised world does not simply let 
an economic system grow, (dthough the system usually seems 
to diverge from the governing jmnciples ot its eorresj)onding 
economic constitution. This dixergence of economic systems 
from the principles on which tlu‘y arc based aj)plies analogously 
in many other fields of life, for exam{)le, to legal systems. 
Legal history and sociology have shown in detail how legal 
norms have either grown or been created by statute. The xvay 
cities have been built is another example. Most cities come 
into existence without any total plan, growing up around a 
nucleus, and developing in the course of generations through 
the many individual plans of countless architects. An economic 
system may grow up in a similar way. On the other hand, 
there are cities w hich have been built on a basic comprehensive 
plan, as were many of those founded in Europe in the 
eighteenth century. With these, too, the further development 
was not in accordance with the plan and its governing prin¬ 
ciples, but diverges from it in important respects—Just as the 
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actual conditions under a consciously created economic 
system often jail to realise in practice the governing ideas of 
the economic constitution 

(8) The economic system is not determined by the legal 
system. It d(*pends on the deterfuining economic facts, and on 
the forms in Avhieh the ex eryday economic process takes its 
course. 

For example, nothing conclusive about the structure of the 
economy can be deduced from the fact that private property 
may be established by law. It would be quite mistaken to 
conclude from the existence of private property that it will 
be combined necessarily with a predominantly exchange 
economy. IVix atc* projXTty was the rule with the Romans and 
in the early Middle Ages in Europe, but at these j)eriods many 
farms existed, both small and large, which were, in the main, 
(•(‘iitrally directe d economic units with few outside relations of 
exchange. Kxen to-day in south-east Kur()p(‘, in countries 
where there is private proj)erty, family economic units can be 
ibund which exchange very little with other units. These 
communities are small centrally directed economic bodies. 
IMany countries in the east took ox er the lundamental civil 
laxv of central and western European cotmtries, although their 
economic system xvas comj)letely dillerent, and continues to 
be so. One could take, similarly, the economic system of 
German agricidture as it devitopcd after 1988, where the plans 
of the indix’idual units were poxvcrfully intlucnced bythecentral 
authoriti('s, and where supplies xvere regulated by a central 
plan. There xvas here a strong element of central administration 
of the economy, but the right of private property remained. 

On the other hand, the abs(*ncc of private property does not 
necessarily imply central direction of the economy. In various 
of the empires in the ancient cast all land belonged to the 
emperor, but he did not necessarily control production. He 
may have done so at certain periods in certain countries, but 
in other periods and countries the tenant farmers xvere free to 
exchange, and the incompleteness of their property rights xvas 
only apparent in their having to pay dues. This fact makes 
economic history much more diflicult to interpret. For xxdiat 
is discovered about legal institutions alloxvs but fexv and 
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uncertain conclusions to be drawn about the structure of the 
economic system. 

Economists two hundred years hence will not be able to 
form any real picture of the economic system of our day if 
their knowledge is limited to our more important legal norms. 
Since 1900 Germany has had one law of property, that of the 
Civil Code. But she has been through many different economic 
systems in the half-century since then. During the two great 
wars central direction of the economic system prevailed, 
replacing an exchange economy. After the first war, in the 
period when many cartels and combines were being formed, 
the economic system again changed its structure, different 
forms of economic organisation being developed in many 
branches of industry. After 1988 new elements of a centrally 
administered economy emerged. But the same law of property 
was in force the whole time. To conclude that the law of 
property is unimportant for the economic system would cer¬ 
tainly be mistaken. But the form of an economic system is not 
determined by the law of property. If the Supreme Court of 
the Reich, for example, at the end of the last century had not 
confirmed the legality of cartel agreements, the dcveloj)ment of 
cartels in Germany would not have followed the eours(‘ it did. 
But that the cartel movement began at all, that cartels took 
on particular forms in certain industries, while in other 
industries little was done in the way of forming cartels, so that 
the industrial system was a mixed one, all this is only to be 
explained on otlier grounds. There is also the case of trade 
unions and the formation of employers’ associations. A pre¬ 
condition for these is a suitable law relating to association, but 
the fact that such groups arise, how and when they arise, and 
the policy they pursue, cannot be deduced simply from the 
legal system of the society. 

The economic system and the legal system are therefore not 
one and the same. This is not to deny or belittle the importance 
which the nature of the legal system often has for the economic 
system, which is illustrated by the examples we have just 
given. Correspondingly the reverse influence of the develop¬ 
ment of the economic system on the legal system is undeniable. 
The legal system, so far as it is of economic importance, is 
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created mainly in order to deal with already existing facts of 
the economic system. The laws relating to the family, for 
example, have not created the family, which already existed 
of its own accord. The legislator simply gave it a legal form. It 
is the same with the economic system. The makers and 
administrators of the law try to modify the already existing 
shape of the economic system by laying down norms and 
delivering judgments. Moreover legal norms arc often directly 
created by those engaged in economic activities under a par¬ 
ticular economic system. In Germany in recent decades the 
general rules regulating conditions of delivery, merchandise, 
payment, etc.,* have been created by private firms or associa¬ 
tions in industry, trade, banking, and transport, and have been 
inscribed into the firms’ contracts. A considerable part of the 
civil law of the state has been supplanted in Germany by this 
kind of ‘‘sell-made” economic legislation, to use Grossmann- 
Doerth’s term. 

The relationships between tlie e(»onomic system and the 
legal system change in tlu^ course of history. It is not possible 
to generalise about them here. They have to be studied in the 
individual context of each historical situation. 

(4) Naive prc-scientilic observation cannot give an under¬ 
standing of an actual economic system. It lacks the necessary 
analytical methods and its horizon is too narrow, not only 
because pre-scientilic interest usually is confined simply to the 
existing economic system, but also because it does not even 
sullicc for an understanding of this system. The individual 
German industrialist, craftsman, or peasant has a good know^- 
Icdge of that part of the present (Tcrman economic system in 
which he is himself active. The craftsman knows about his own 
raw materials and markets, how his firm gets its labour 
supplies, and he knows some of the relevant sections of the law 
and some of the regulations of his own guild or union. But he 
has, and can have, no knowledge of the German economic 
system as a wdiole. The individual lives in his own particular 
economic surroundings and has an outline picture of them. 
But his surroundings arc only a small section of the huge 
structure of a modern economic system. 

* Allgemeine Geschaftsbedingungc. 
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Only by scientific investigation can questions about the 
structure of the economic system be answered. Every econo¬ 
mist and every economic historian has to ausw'er such ques¬ 
tions, because economic reality cannot be properly understood 
without an answer to them. But they are very difficult ques¬ 
tions. 

The first difficulty is with earlier periods where very careful 
and exhaustive study of th(‘ sources, and most precise hypo¬ 
theses, are necessary for clarifying the structure of the 
economic system. Anyone, for example, wlio wants to study 
the economic system in South Germany in the fifteenth cen¬ 
tury will not learn much from the information available about 
the legal norms of the time, or from the economic condition of 
particular craftsmen, or prices, or tlic turnover of certain 
firms. He must use the sources with great care if he wants to 
find out how the ‘‘putting out”* system worked in the towns 
and the countryside, how there grew up a unicpie system of 
economic exchange with great power concentrated in the 
hands of bodies like the great Ra\’ensburger Trade Associa¬ 
tion, and how many of the forms of a centrally directed 
economy were fused with many of tliosc of an exchange 
economy. If he has a picture of the economic system, then 
information about prices and turnover or tlic income of the 
home-workers begins to make sense, and the apparently 
chaotic juxtaposition of facts and details takes on an order. 

This is not, however, the decisive difficulty in the w^ay of 
understanding the structure of an economic system. The 
meagreness of the sources about earlier periods is a serious 
difficulty, but not the greatest. Even the economic system 
under wdiich we live to-day, and those of which we ourselves 
have had experience, are not easily understood. If we ask 
about the economic system in Germany at the time of William 
II we shall usually get the answer that “capitalism” was then 
predominant. But this tells us nothing about the structure of 
the economy. It might be added that “laissez-faire” was the 
rule, but this also tells us nothing, since it might apply to any 
sort of system so long as it was not one in wdiich the state 
shaped the details of economic life. In any case there was not 

* Verlagssystem. 
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at that period a system suitably described as “laissez-faire”. 
“A free market economy” is also an unsatisfactory descrip¬ 
tion. Certainly there was freedom of contract, but within this 
framework tlie most varying forms existed, from perfect com¬ 
petition to bilateral monopoly. The term “free market 
economy ” tells us nothing about what these forms looked like. 
Furthermore, there existed at the same time household units 
and many agricultural units which did not belong at all to the 
free market economy. A term like “free market economy” is a 
crude simplification, and unsuitable as a description, since it 
tells us nothing about the formative elements in the German 
economic system of that time, or about the way they fitted 
together. 

A scientific investigation has to describe precisely the 
individual parts of the system, and show how these partial 
systems fit together into the whole. No partial system exists 
on its own, but is linked up by the division of lal)our with the 
rest of the economy. For example, it is well known that the 
monetary system in (Tcrmany before 1014—as in most other 
civilised countries—was regulated l)y the gold standard, for 
which spc‘cial rules of the game existed. Descriptions of the 
gold standard usually simply account for its technical func¬ 
tioning. But as Lutz says, “a particular kind of monetary 
system belongs to a particidar kind of economic system ”. The 
monetary system at that period could only have arisen as part 
of a particular economic systen), and could only have func¬ 
tioned within its framework. Above all, it was necessary for 
the functioning of the gold standard that German everyday 
economic life was not controlled by a central authority, but 
that an exchange economy prevailed in which competition and 
flexible prices existed, and that the trade policies of states 
tended to link national economies into a world economy. After 
1924 the nature of the economic system changed in Germany 
and in other countries, an independent trade cycle policy was 
pursued, the price system grew rigid, and trade policy made 
the international exchange of goods more difficult. It was then 
impossible for the gold standard to be preserved as part of the 
economic system, and cflbrts to reintroduce it tailed. This 
example is enough to show how the system in one sector of the 
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economy has to be understood as a part of the whole system. 
This is only possible after scientific study. The same applies to 
the systems in the labour market or the markets for goods. 

Briefly formulated the task of the scientific economist is to 
get a knowledge of the structure of actual economic systems, 
this being the second main problem of economics. As the 
course of everyday economic life proceeds differently accord¬ 
ing to the form of the economic system, the knowledge of the 
diflerent kinds of systems is the first step towards a knowledge 
of economic reality.-^ 

3, "'Sfylrs'' of Economic Dtvelopmvni 

Is it possible by "‘styles” of economic development and 
similar systems of tyj)es to describe economic life, and thus, as 
Spiethofl' put it, “portray the real world in all its essential 
variety”? The answer to that question is contained in what 
we have just said, and tliat answer is "‘no”. 

First: tlie constructors of “stages” and “styles” survey 
European history, or that of single peoples or centuries, seize 
upon some characteristics that strike them, and in this way 
build their “types”. They do not start from the question 
which alone probes the economic reality of a period, that of the 
structure oi‘ the economy. Rather they enquins far tof) 
vaguely, about what is "‘essential” or “normal” in economic 
reality. 

If the different “styles” of development to some extent 
explain the structure of an economy, it is more or less acci¬ 
dental. Usually they do not do so at all, and certainly they do 
not deal with the basic question of the economic system. Let 
us take, for example, the "‘stage” or “style” of economic 
development known as the “city” economy.* We may dis¬ 
regard the fact that, as we have just pointed out, this sort of 
“city” economy did not exist in the Middle Ages. Even if 
economic life in the middle and later medieval periods had 
consisted of a number of such independent economic units, an 
economic “style” such as the “city” economy would be a 
useless construction, since it says almost nothing about the 
economic system concerned. Were these “city” economies 

* Stadtwirtscliaft. 
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centrally directed, or were they made up of a number of 
individual economic units linked together by exchange? What 
sort of relations of exchange wen* there? Who bore the main 
responsibility in the system? How far were monopolies pre¬ 
valent, and what form did they take? How did all these 
different ek^ments fit together to form a whole*? Styles” of 
economic development such as the “city” economy give no 
answer to such questions, nor do types like “craft industry’',* 
“village economy” or “regional economy”.1* 'J'he concept 
“national economy” also tells us nothing al)out the economic 
system. Even when it is add(‘d that the “national economy” 
is either a “free market economy” or a “planned economy”, 
this is far too vagin* a deseripiion of an economic system. 
There was an immense and striking difference between the 
Italian and North American (‘conomies of 1986, but to call one 
a “ planned economy ” and the other a “ free markc^t economy ” 
is an entirely inadequate d(tseri])tion of the difference b(‘tween 
these two economic systems. The concept of a “household 
economy ”J cliaraetcrises best the sj stern to which it refers, for 
this construction does j)oint to a (‘cntral direction of the 
economic unit, though it does not give any pr(‘eise description 
or explanation of the I’orm of the centrally directed economy 
actually therein realised. 

Secondlyy this construction of “stages” and “styles” of 
eecjiiomic developments leads to over-simplification. The 
economies of the different periods an* described “monis¬ 
tically ”, while in reality there is always a variety of forms. By 
simplifying in this way it is believed that one can penetrate 
below the surface to what is essential. But, in fact, the c*ssential 
characteristics of economic history are lost, and these concepts 
arc used, as Max Weber put it, “like a Procrustes bed into 
which history is forced”. 

When attempts arc made to cluiracterise the (*conomic 
system of the ancient world as a “household” economy, the 
mistake is being made, quite apart from other historical 
inaccuracies, of trying to press an immense variety of economic 
forms into a single type. Such a term as “household” or 

♦ llandwerk. t Landschaftswirtschaft. 
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‘‘house” economy seems to represent a uniform scheme of 
things, while in fact, as the short sketch above showed, 
economic life w^as multiform and changing. Let us take 
another example. During the French revolution the economic 
system clianged very rapidly. The opening years between 1789 
and 1798 brought the removal of the old order, particularly of 
the great manors and of the privileges they had held since 
medieval and mercantilist times, and the establishment of 
another s)\stem, in which the characteristics of an ( xehange 
economy predominated. From 1798 onwards, under the pres¬ 
sure of war and with the victory of the Jacobin clubs, economic 
policy was reversed in the direction oi‘ state control of prices, 
command<‘ering of supplies, compulsory deliveries, rationing, 
and in some places the conscription of labour at harvest time. 
With the overthrow of the Jacobins in 1791 the pendulum 
swung back from a centrally directed economy towards an 
exchange economy. These rapid changes in the (JconotJiic 
system were of the greatest importance historically, for with¬ 
out them the movements of wages and prices, foreign trade, 
unemployment, and the shortage? of capital, that is, the whole 
everyday economic life of France at that time, cannot be 
understood. Those concerned with constructing “stages” and 
“styles” of development take no account, and cannot take 
account, of such changes. For them the Frerujh revolution is 
the period of the “early national economy”, or of “early 
capitalism”. In this way important historical developments 
are lost behind a verbal screen.*^* 

Thirdly, the construction of economic “stages” and 
“styles” has often led to economic phenomena being cut off 
much too sharply from their general historical environment. 
This is show n by the example we have just taken of the French 
Revolution. The economic system must not be treated in 
isolation but has to be seen for what it is, a part of the whole 
life of a people. By these “stages” and “styles” economic 
reality is separated for analysis from the other departments of 
life. Let us take another example. Economic history at the 
time of Diocletian can only be understood in the context of 
the totalitarian despotism of late Roman times. Those who 
work with “ styles ” of economy, from that of the “ household ” 
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economy to that of “national economy”, arc not able to 
understand this relationship. 

If we consider the economy of to-day we see it as one part of 
the life of the people, bound together with their intellectual 
and political life. We must get into the habit of treating the 
past in the same way. Stages of economic development and 
other systems of types are intended to give a picture of 
economic reality and facilitate an understanding of it, but in 
order to create tlicm one has to split up the living historical 
whole. 


4. Capiialisrn^" 

The European-AnH‘ri(*an (utonorny of the last hundred years 
diffc^rs essentially from any etronomy of the past, and it has 
been necessary to give it a label of its own. For this the concept 
of “capitalism” has been used and has won wide public 
acceptance. Many learned authorities hav(i striven to deline 
its characteristics and scope, but for our part we ha ve to ask 
whether mod(Tn economic reality can properly be portrayed 
by this word “capitalism”, in the way in which it is most 
often used? 

There is the one great historical fact of industrialisation, 
which l)egan one and a half centuries ago in England, and is 
still in full development. Though it has spread round the world 
this process is by no means completed and we are still in the 
midst of it to-day. At the beginning of the nineteenth century 
it took hold of the countries of western and central Europe, 
for example, Germany, France, Belgium, Switzerland, and the 
east coast of the United States. Since the end of the nineteenth 
century it has taken root in Japan. After 1928 the new rulers 
of Russia forced it forward in that country on a vast scale. 
At the present moment the tempo is increasing. China, India, 
Brazil, Turkey, several of the Balkan states, and Spain want 
to be, and are being, industrialised. The British in 1850, or 
Europe and the United States at the beginning of this century, 
may have believed that they would become in the long run the 
industrial workshops of the world. To-day we can see that the 
whole world, wherever the natural conditions are at hand, is 
beginning to become an industrial workshop. This industrial 
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revolution, unprecedented in world history, not only spreads 
from country to country, but continues its development in the 
old industrial countries, such as England and Germany, and as 
it proceeds on its course new economic forms are constantly 
appearing. This huge process has brought about the most far- 
reaching and sliattering changes in the whole of men’s lives. If 
the economist is to understand its past and present course he 
must see it as a part of universal history, that is, he must see 
how it hnds its place within tlie rest of the history of the 
diflerent nations and of humanity as a whole. This great his¬ 
torical proe(‘ss has to be treated as a whole, and it must be 
shown how it arose out of the particular sj)iritual, political, 
and economic situation of Europe, how the old units of 
management in manufacture and agriculture were destroyed, 
how it was accompanied by social revolution and the new 
phenomenon ol‘ the mass(‘s, and what its influence was on 
politics and war and on the religious and spiritual life of the 
people. Then it can be understood why in Britain industrialisa¬ 
tion took a diflerent course from what it took in ,Ja])an or 
Russia, and why in some places it grew up within the old order 
and gradually transformed it, while elsewhere destroying it 
completely. 

Furthermore, the economist has to explain clearly /Ac 
economic system under which a country or continent began to 
be industrialised, and how industrialisation in turn trans¬ 
formed the economic system. The economic systems under 
which industrialisation originated were of very diflerent forms. 
In England, Germany, and other European countries the forms 
of an exchange economy prevailed. In other countries such as 
Russia and Turkey it was the state which intervened with its 
centralised administrative and directive measures to set the 
transformation of industry going. “Civilisation is a mighty 
wa^'e,” said Kemal Ataturk, “and he who is not ready to 
swim with it will be drowned or swept aside.” In these 
countries industrialisation would not have developed so 
rapidly from below, as no active independent forces existed, 
and the pressure of tradition was too strong. Industrialisation 
was thus started under centralised state leadership. It took on 
a completely different character from what it had in the west, 
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and worked out with quite different effects on the life of the 
people. Also, the phenomenon called to-day the “crisis of 
capitalism” can only be explained in the perspective of world 
history, and by analysis of the economic system. The vast 
revolution in economic forms which we are experiencing can¬ 
not be understood simply economically. 

Everything which obstructs one’s perspective of world 
history, or one’s analysis of the economic system, makes it 
more difficult to understand modern economic life and its 
processes. The concept “capitalism” does both of these, par¬ 
ticularly w'hen it is used in the way it is. 

The concept of “capitalism” was intended to explain a 
great deal, more even than most other “cross-sectional” con¬ 
cepts. The aim w^as not only to capture with it the essential 
nature of economic history lying behind the detailed phe¬ 
nomena, whi(di is the main task of tlie economist. That was 
also the purpose of such other concepts as tJie “town” or 
“ city ” economy, or the “ household ” economy. The concept of 
“capitalism” is meant to point to the elfective responsible 
agent in modern economies. Such phenomena as the d(‘strue- 
tion of old handicrafts, the formation of cartels, the expansion 
of world trade, and the transformation of the soeial structure 
were looked upon as the actions of a real being, “capitalism'', 
and our crisis was the decay of this being”. Marx and his 
pupils have been specially effective in spreading this way of 
thinking. Many Marxists and other WTiters regard capitalism 
as something personifiable, or even actually as a person. We 
are told wdiat “capitalism” has “done” in Europe or else¬ 
where, or that it will continue “its” work of destruction, or 
that at its height “capitalism” lived in accordance with a 
rhythm of boom and depression, while w ith its increasing age 
“it” has become calmer, more settled and reasonable, though 
“it” continues to destroy stocks of goods and exploit workers. 
Sometimes tliis represents simply a peculiar mode of ex¬ 
pression, but often something more is implied. Capitalism lias 
often come to be conceived as an active formative being, real 
and alive. The mass of mankind arc generally fond of thinking 
in such categories and of the particular emotional overtones 
that are added in. 
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In the first place it must be noted that a serious logical error 
is being committed, namely, that of hypostatising. A general 
concept is treated as a thing, an object, or a person. A general 
personified concept of '‘capitalism” is made use of as a sub¬ 
stitute for the study of economic reality. The question is 
asked why wheat, cofTee, and other foodstuffs are destroyed 
in Canada, Brazil, and elsewhere. It is explained that 
'‘capitalism” has done this. This is regarded as an answer — 
a most convenient procedure, but a completely valueless one. 
Why does this strange thing “capitalism” destroy supplies at 
these points and not at others? If the student investigated the 
actual market forms he would then discover that under certain 
monopolistic market conditions, supplies of goods will be 
destroyed, and in other conditions not. He would then l)e 
getting at reality itself, rather than relying on a scheme of 
concepts. 

Those wiio like to describe the exploits of “capitalism” in 
this manner imagine they are being very advanced. In fact, 
they are falling back into the ways of thought of primitive 
magic. They provide us with another ('xan)ple of tlic old error 
of confusing concepts with realities. The use of the cone(‘pt of 
“capitalism” has been harmful in two other respects. 

One consequence is tliat it makes it difficult or impossible to 
understand history. There is a tendency to explain how' 
capitalism arose as part of the whole development of history, 
but then to separate its further life, and death, and effects 
from the rest of history. In the eyes of these students 
capitalism, after its birth, leads an independent existence. They 
fail to perceive that economic life, and hence industrialism 
also, is always and at every moment a part of the whole pro¬ 
cess of history with wiiich it is in constant interaction, and 
that it is the w hole time affecting, and being affected by, every 
other department of human life. “Capitalism” developing 
from its “early” to its “later” phases becomes a deus ex 
machina apparently providing solutions to real economic prob¬ 
lems. Obvious and important historical relationships arc over¬ 
looked. It can easily be proved that the French Revolution 
and subsequent changes in foreign politics and the internal 
transformations w^hich followed, also altered the economic 
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structure of Europe. Also the war of 1914-18, the subsequent 
peace treaties and revolutions, and the war of 1939-45 
decisively affected the economic life of the period. Someone 
who regards ‘‘capitalism” as a personified embodiment of 
modern economic life, reducing all economic events to the 
behaviour of this “being”, will be blind to the interrelations 
within history as a whole. He will therefore be al)le to believe 
that “ in general political events are not of decisive importance 
for the course of economic development, and, in particular, the 
history of capitalism has proceeded in complete independence 
of the great political revolutions of recent centuries” 
(Sombart). 

The whole discussion of the crisis of capitalism is wrong in 
its historical perspective. The transformation of the economic 
system and of everyday life can only be understood if economic 
events arc treated together with the whole movement of his¬ 
tory at the present time, with the great process by which the 
modern state was formed at the time of the Renaissance and 
which in recent decades has taken on a new character and 
penetrated into all branches of life. The transformation must 
also be linked up with the advance of nationalism and other 
ideas. The (juestion must be put as one of universal history. 
How did intellectual, religious, political, social, and economic 
events lead to such a profound transformation of economic 
reality? To enquire about the essence of “capitalism” is to 
frame the question unliistorically and far too narrowly, to get 
it out of focus. It is still more unhistorical to believe in some 
compelling process of development. 

Secondly, because the concept of capitalism says nothing 
definite about the structure of the economy it cannot suitably 
be used for describing economic reality. Everybody reads into 
its meaning the structure that suits his personal views: 
“economic anarchy”, or a competitive economy, or “laissez- 
faire”, or the domination of monopolies, or the control of 
the economy by the anonymous machinery of the state. Worse 
still, since the beginning of the industrial revolution, that is, 
for about a hundred and fifty years, there has been a com¬ 
paratively rapid succession of changes of many different 
kinds, and a unique variety of economic systems have actually 
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been working side by side. The variety itself is of the greatest 
historical importance. It has been, and is still, the task of 
the economist to study it systematically. But the term 
capitalism” slurs over this variety. How, for example, is one 
to understand the profound changes in the European- 
American economic system since 1920, if questions about 
them are to be put as questions of the crisis of capitalism, a 
concept which docs not account for the structure of modern 
economic life? In their search for the essential characteristics 
of economic reality some investigators have lost the ability to 
recognise this reality when they see itr^ 

The dire weakness in this procedure of constructing cross- 
sections, “stages”, and “styles” lies precisely at what seems 
its strongest point. It was and is believed that they equip one 
with a true understanding of history. But what was con¬ 
structed was not only an unhistorieal series of j)hases of 
development, but concepts which illegitimat(^ly divorced 
econoniic events from the rest of the historical proc(\ss, and 
which hindered the understanding of history and of the 
diflerent economic systems.^^ 

C. CAN TIIERK BE THEORIES LIMITED IN 
APPLICABILITY TO A PARTICULAR PERIOD?* 

Let US ignore the fact that stages and styles of development 
do not portray real economic life, and e\Tui assume that they 
did not sufl'er from these fatal defects. Can “historical” 
theories, or “ intuitive ” theories, or theories limited in applica¬ 
bility to particular periods, or indeed any sort of theories, be 
based on these concepts? Can a theory be worked out limited in 
its applications to capitalism, valid for this period, and losing 
its validity on its passing? To this question also, though it 
often gets an immediate and somewhat naive affirmative 
answer, we must reply “No”. 

(1) First, reference must be made to a peculiar fact, which 
has not received the consideration it requires and which it 
ought to stimulate. For over a hundred years distinguished 
economists have urgently and almost uninterruptedly been 
demanding that theories should be constructed limited in 
* Zeitgebundene Theorien. 
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applicability to single historical periods, “ stages ”, or “ styles 
Down to the present day not a single theory of that kind has 
been created. 

It has been held that the classical political economists 
worked out a th(;ory for their time, and that classical economic 
theory was adequate for explaining the economic process in 
England at the end of th(‘ eighteenth and the beginning of the 
nineteenth centuries. The classical thc^ory was, on this view, 
a tljeory applicable to a j)artieular period, and such theories 
ought to be developed for other countries and cultures. But the 
logical character and the range of validity of classical theory 
is not rightly described in this way. Not only is the relation of 
classical economics to history misunderstood, but there is also 
a misconception regarding the actual economic system exist¬ 
ing at the time of the classical e(*onomists, which was not by 
any means a j)urely competitive system. 

Modern th(*ory, also, does not, as some niodcrn theorists 
hold, describe or explain everyday economic life under 
‘‘capitalism”. It does both less aiul more than this. Less 
because it does not describe any real economic world, and so 
not that of capitalism. It consists of analytical tools of thought 
which first have to be apj)lied before concrete phenomena can 
be described. It docs more, because theoretical propositions are 
tools of thought suitable for application when particular con¬ 
ditions obtain, and for explaining concrete relationships, at 
any historical period, and by no means solely in the epoch of 
capitalism or at the present time. Modern economic theory 
cannot be interpreted as limited in applicability to a particular 
period.25 

The urgency with which whole generations of economists 
have striven after theories valid for a single period of time— 
that is, for theories limited in applicability to a particular 
period—contrasts sharply with their complete failure to con¬ 
struct them 

(2) Why cannot this programme of theories limited in 
application to particular periods be carried out? 

Let us take that much discussed “style” of economic 
development the “town” or “city” economy. Is it possible to 
build a particular theory applicable to it? The answer is “ no ”; 
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because the concept tells us nothing about the structure of the 
“city” economy. There can be no doubt that the everyday 
economic life of a city proceeds differently according to the 
economic system existing. Have all the guilds in the city a 
monopoly position, or are they altogether forbidden, or con¬ 
trolled by the town administration, or does the town admini¬ 
stration intervene directly in supplying the inhabitants with 
goods, and if so which goods? Without an answer to all these 
questions it is impossible to attack the problem of how the 
economic process of a city fits together. It is not simply an 
accident that no “theorj'” was worked out for the city 
economy, for this was an impossibility. 

Corr(‘sponding objections hold good for the concept of 
“capitalism”. Because “capitalism” does not describe the 
structure of the economy of to-day, it is unsuitable as a basis 
for theoretical analysis. The economic systems in the so-called 
“capitalist” countries arc so various and changing that the 
preconditions for the construction of a single theory to explain 
everyday economic life under “capitalism” do not exist. If a 
theory is claimed as achieving this it must be over-simplified 
and remote from economic reality. For example, such a ques¬ 
tion as how' investment proceeds under “capitalism” is in¬ 
adequate in its very formulation. The process of investment 
differs according to the structure of the economy, and depends 
on what form of exchange economy, or centrally administered 
economy, or what sort of monetary system exists. All this is 
concealed by the concept of “capitalism”. Theoretical deduc¬ 
tions are of little use if they start by assuming conditions so 
obscure and so ambiguously described as those given by the 
concept of “ capitalism ”, for the very foundation on which the 
theoretical structure is to be built up is uncertain. Ingenuity 
and carelessness are here curiously blended. 

The “city economy”, “capitalism”, and other cross- 
sections, “stages”, and “styles” of economic development do 
not provide any precise manageable set of characteristics. 
Every theory contains propositions which state necessary 
relationships valid under certain sets of conditions, and these 
propositions cannot be worked out if no clear set of conditions 
is provided as foundation. These concepts are useless as 
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analytical tools for theoretical work. The demand for theories 
applicable to particular periods is a demand impossible to 
meet, in the future just as it has been in the past. 

This procedure completely fails to overcome our Great 
Antinomy. It does not succeed in portraying tlie variety of 
forms in history (u. Sections A and B a})ove), nor with its 
cross-sections does it provide a basis for tlieory (z’. Section C 
above). It helps neither history nor theory, and fails in its 
objective of understanding economics reality. Nor can it be 
saved by minor corrections, by talking about '‘styles’’ rather 
than “stages” of economic development. All such alterations 
are irrelevant, for the method itself is fundanu^ntally wrong. 

This brings us to the end of our critical survey. Our eon- 
elusion must be that none of these attempts to arrive at an 
understanding of economic reality have been sueeessful. Either 
th(‘y have avoided the (ireat Antinomy, or else an energetic 
attempt at a solution has been made, but made unsuccessfully. 
The accusation that economics is remote from the real world 
often comes from interested parties who find scientific study of 
their lield of activity inconvcni(mt, and it may therefore l>c 
disregarded. Jiut tlie accusation is not without justification 
when scientifically supported. Economics is without a perfect 
method for arriving at scientilic experience, I'or penetrating 
with the necessary sureness the superficial view of everyday 
life, and seeing the fiicts as they really are. This situation is 
felt by many economists and non-economists. I hope I have 
made clear the reasons for it. 

Every effort must be made to overcome this state of affairs. 
Because the established doctrines fail before the Great 
Antinomy, we must make a completely new approach to the 
subject-matter itself. Simply to continue on existing lines, 
either “historical” or “theoretical”, is impossible. From now 
on we shall disregard for the time being all existing economic 
doctrines and hold quite radically to this standpoint. We are 
not assuming, to start with, any economic doctrine of any kind. 
We are simply looking at everyday economic life and asking 
questions about it, seeking to understand it quite spon¬ 
taneously. This implies no contempt for the great achievements 
of the past. On the contrary, just because we are turning away 
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from established doctrines to the actual subject-matter we 
shall arrive in the course of our studies at a true relationship 
with the scientific achievements of the past. 

The preceding criticism has cleared the ground thoroughly 
for an approach to our subject. In the course of this criticism 
we have manage^d to get to grips with our problems, that is, 
with the main problem of how everyday economic life 
hangs together, and with the second main probh^m of the 
structure of the economic system undtT which everyday 
economic life proceeds. If these two problems are solved for a 
particular community or period of time, then economic reality 
is understood. It has been shown that neither of these two 
main problems can be answered by everyday expedience. An 
understanding of economic reality as it is to-day, or was at any 
earlier period, can only come in the form of scientific answers 
t(» these two cardinal and closely related problems.-^ 
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Introduction 


The constructors of cross-sections of economic development 
have avoided concrete detail in order to arrive at what is 
“essential” or “normal” in economic reality, yet that has not 
enabled them to attain their objective. We shall try to reach 
a solution of our two main problems from the opposite 
direction, by going straight to the heart of the detailed facts. 
This may seem paradoxical at first, to try to formulate 
generalised problems for theoretical analysis by studying 
detailed facts. But we shall see where this leads us. 

We want to break completely with those economists who 
wish to leave factual economic knowledge about the con¬ 
temporary world to practical men or students of business 
economics, and knowledge about the past to historians. 
Detailed conditions are precisely what we want to make a 
thorough study of, not by diving headlong into a sea of facts, 
nor, of course, simply by crude everyday observation. A 
farmer’s wife goes to market year after year, yet she knows 
little of the network of relationships in which she is involved. 
The scientific approach to economics is from the start dis¬ 
tinguished from the pre-scientific by the profundity of the 
questions asked and the analytical penetration with which the 
facts are approached. For the reason we have just explained 
we shall take the two main problems in the opposite order 
from that in which we first stated them, investigating first the 
different forms of economic system, and then the inter¬ 
relationships in everyday economic life. 


4 * 
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Chapter I 

ECONOMIC FACTS 

1. Facts about the Present 
II. Facts about the Past 

I. FACTS ABOUT THE PRESENT 

LET T s BEGIN with what is nearest to us in our everyday life 
and consider what there is to be s(‘('n. Here is a greengrocer 
and other shops, a slioeniaker and some* other small workshops, 
some factories, farms, th(‘ railway, tlK‘ household in which I 
live, a number ol‘other households, and many similar establish¬ 
ments, I shall go into some of th(‘se and investigate.-'^ 

The employee A, who works at an artilicial silk factory, 
lives with his family of three on a housing estate. Two facts 
stand out after a study of this houscdiold. The first is that the 
household docs not live a special existenc(‘ of its own, but is 
closely linked up with businesses and otlu'r households. The 
husband goes to the artificial silk works and (‘arns his wages. 
The wife buys food, clothing, and most of the other goods 
used by tlie family from traders, farmers, or craftsmen. More¬ 
over the family is linked with a monetary institution in that it 
has an account at the savings bank. Th(‘ second important 
point is that the family has an economy of its own to manage. 
The garden is planted acicording to a definite plan with potatoes 
and vegetables by the members of the family, who themselves 
consume the produce. To this extent goods are produced which 
are not exchanged with other households or businesses. The 
household thus has two aspects. It is part of a great exchange 
economy, and it is itself a small self-sufliicient economy. Of 
course, both aspects are linked together. For example, what 
the family grows in its garden is determined partly by the 
prices that have to be paid in the market for vegetables 
and other goods. For the moment, however, we are simply 
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concerned with emphasising the fact of the dual aspect of 
the household. 

At this point the process of abstraction begins, which it is of 
decisive importance to understand. The individual features of 
an individual phenomenon—in this case the household A—are 
extracted and ideal typ(?s built up out of them. This is in sharp 
contrast to the “‘generalising” abstraction which seeks to 
fasten on to Avhat is common to many phenomena, and with 
wdiich the constructors of “‘stages” and “styles” of develop¬ 
ment work. The method of ‘“isolating” abstraction, or ol* 
abstraction of tlie distinguishing or significant characteristics* 
starts from the individual fact. (We shall frequently be 
returning to this extremely important distinction between the 
two difier<*nt methods of abstraction.) Von Thiinen built up 
his ideal type oi‘ the isolated state from a single particular 
farm. In the concrete case of this single household of A’s there 
arc two constituent elements. Extracting each significant 
element in turn we have t wo ditferent types of economic 
system,^ that of the “exchange economy and that of the 
“centrally directed economy ”.2855 

Here is a second and more ditlicult ease. The cotton spinning 
and weaving mill T in tlie tow^n 11 in Central Germany was 
simply a unit in an exchange economy, and was under no sort, 
of central direction. But the kinds of relations which the 
business had with markets w ere of many types. For the sale of 
its thread it had entered into cartc^l agreemc'iits with other 
German spinners, and thus in these markets it belonged to a 
monopolistic organisation of a spe<?ial kind. On the other hand, 
in the many markets for w^oven goods in wdiich it w^as a seller, 
competition prevailed. Wages were fixed by negotiation 
between the employers’ association and the textile w^orkers’ 
trade union, that is, between tw^o partially monopolistic 
organisations. Electricity w^as obtained from the city powder 
station, which had a complete monopoly. 

Five years later, in 1934, the picture had completely 
changed. By the Spinning Industry Act and by other state 

* “ Pointiemd hervorhebende” oder “isolierende ” Abstraktion. 
t Wirtschaftssystein. t Verkehrswirtschaft. 

§ Zentralgeleitetc Wirtschaft. 
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measures this firm, like all other German textile firms, had been 
brought under direct central control. In particular, the free 
purchase of raw materials was no longer allowed, and its 
cotton and other materials were allocated and distributed 
by a central authority, instead of being left to anonymous 
market forces. The installation of new machinery was limited 
by a veto on investment, another characteristic of a centrally 
directed economy. In so far as it remained a unit of an 
exchange economy the firm’s situation had also altered. 
Employers’ associations and trade unions had now dis¬ 
appeared, and the state had a much greater say than before in 
fixing wages. Cartel agreements were forbidden and the prices 
of most goods were fixed by the state either directly or by 
regulations lor their precise calculation. We have now reduced 
the real conditions under which this textile firm operated to 
certain pure forms by extracting the significant characteristics. 
We thus discover, besides the main types of the “exchange 
economy” and the “centrally directed economy”, particular 
forms of demand and supply in the exchange economy 
describable as “competition”, “monopoly”, and “state con¬ 
trol of prices”. It is with these pure forms that we are con¬ 
cerned. 

Thirdly and finally; the peasant A’s farm in Hesse is, like 
most peasant farms, both household and business unit. In 1938 
it contained many of the elements of a centrally directed 
economy. The farm provided the peasant and his family with 
meat, vegetables, and fruit, and to that extent was a form of 
small-scale economy under central direction. At the same time 
large-scale centrally directed bodies were acting on the farm 
and shaping its structure. The peasant had to adhere to the 
restrictions on planting sugar-beet and hops. In these two 
branches of production the farm is simply a cell in two great 
public centrally directed bodies operating throughout Ger¬ 
many. At the same time the farm is in many respects part of 
an exchange economy, with which it is linked in a variety of 
ways which alter from time to time. In 1938 rye, pigs, milk, 
and other products were sold at prices and places fixed by the 
state, while five years before the prices had been formed by the 
market. In 1988 the peasant could count on certain minimum 
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prices for wine, but the price actually paid depended on 
auction. The wage rates for agricultural workers were fixed by 
the state, as were the monopoly prices for artificial fertilisers. 
All these measures were important for the everyday life of the 
farm. Had there been no restrictions the peasant would have 
planted more sugar-beet and hops, while as a result of the 
price regulations he fattened more pigs and used more nitrogen 
fertilisers than would otherwise have been the case. 

There is an important conclusion to be drawn from this 
analysis of the formative elements* in the activities of an 
individual farm, household, and firm. Nearly every household 
or business to-day has its special characteristics. This multi¬ 
formity becomes all the clearer the more individual economic 
units arc studied and the more thoroughly they arc investi¬ 
gated. Hut it results only from the different ways in which 
the formati\'e elements are themselves combined. The number 
of pure Ibrmatix'c elements to be found is limited. This 
conclusion will prove to be of importance for the whole 
nature of economics. Just as a huge variety of words of different 
composition and different length can be formed out of two dozen 
letters^ similarly an almost unlimited variety of actual economic 
systems can he made up out of a limited number of basic pure 
forms. It is the task of economics to investigate these as 
thoroughly as possible by extracting their significant charac¬ 
teristics. To study them thoroughly is to discover all those 
ideal types of economic forms out of which actual economic 
systems present and past have been, and are, composed. 

II. FACTS ABOUT THE PAST 

The above description also outlines the procedure which the 
economist must use in studying the economies of the past or 
those of diflerent countries or cultures. Here, too, there must 
be no retreating from the concrete to the general, especially in 
the early stages. The individual economic fact or particular 
concrete economic form has to be studied. The sort of history 
which is of most help to the economist, and particularly the 
theoretical economist, is not that which consists 

* Ordnungselemente. 
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surveys of wliole decades and centuries, but that which gives 
an understanding portrayal of detailed phenomena. 

To ask economists to alttT their attitude to history as 
radically as is here shown to be necessary will certainly meet 
with opposition. They will cling to their old schemes, their 
“stages” and “styles” of development, and, although it is 
such an obvious step to adopt a historical method which aims 
at probing particular individual conditions, it is one that will 
only be taken gradually. It is also nect^ssarv when studying, 
say, the German economy in 1900 or in 1700, to give up the 
construction of comprehc^nsive generalising types such as 
“Mature Capitalism”* or “Early Capitalism”.! Instead, 
individual economic forms must be analysed for their for¬ 
mative elements, with the synthesis following at a later stage. 

Having cleared away the confusion in which the old doc¬ 
trines of types have obscured the actual r(‘markable wealth of 
economic forms, let us now look at medieval economic history. 
We find manors of different kinds, holdings belonging to free 
peasants, firms of long-distance traders in the cities, the 
businesses of craftsmen, home-workers, and shopkeepers all 
closely bound up with their households. Let us study a few of 
these economic forms more closely. 

(1) First take the monastery of Bobbio in Northern Italy, a 
domain in the valley of the Trebbia, of whose economy in the 
ninth century L. M. Hartmann has given us such a vivid 
picture. Bobbio was a rich monastery, owning property in 
different parts of Lombardy sometimes as far as 170 miles 
away. Communications were by boat along the Po and the 
Ticino. Bobbio was by no means the richest monastery of its 
time, and it can be talcen as typical in form of the religious and 
secular manors of Northern Italy of that day. The centre of 
this great economic structure was the monastery itself and the 
thirty-six buildings adjoining it. Here were not only the offices 
of its administrative authorities, but also the farmhouses of its 
autonomous neighbouring estates and its business depart¬ 
ments. The greater part of the land of the manor was worked 
independently: this was the manorial land. The property was 
so scattered that not all the manorial land could be cultivated 
* Hochkapitalismus. t Friihkapitalismus. 
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directly by the monastery, so that a number of special sub¬ 
sidiary farms were worked (strictly subordinate to the central 
administration), under the direction of a special supervisor. 
A certain division of labour was carried out so that particular 
subsidiary farms specialised in particular goods; for example, 
that at Lake Garda, whose spc'ciality was the production of 
oil. A smaller part of the whol(‘ property was let out on lease 
to free or partially free pc'asants or to serfs. Altogether there 
were about 650 tenants. The distinction between the indepen¬ 
dently worked manorial land and that let out on lease was 
clearly maintained in the economic calculations of the central 
administration. Hut the two divisions were closely bound up 
with one anoth<?r, for example as regards labour. For the 
manorial land there were slaves available, but not in sufficient 
numbers. The feudal services of the tenants were therefore of 
the greatest importance and w(Te obtained under very differ¬ 
ing conditions. The free tenants were obliged, in addition to 
giving up a percentage of their products, also to pay a small 
sum in money, and, furthermore, to work for a certain number 
of days on the manorial land. Sometimes it was only for one or 
two weeks in the year, sometimes for one or two days per 
\ve(‘k. The serf, on the other hand, usually had no fixed limits 
to the services he was obliged to give, while the delivery of 
produce was of less importance. Here and there feudal service 
was the one burden of the serf, who differed from a slave only 
in having his own household. 

Manufacturing was one of the main activities of the manor 
and was concentrated in the buildings adjoining the monas¬ 
tery. Here, in special establishments, bakers and butchers, 
shoemakers and weavers, saddlers, smiths, parchment makers, 
carpenters, and coopers whtc at work. Manufiictured goods 
were also produced on the leased farms partly for their own 
consumption and partly for delivery to the monastery. It is 
clear from the documents that the direction of so great an 
apparatus of production, and the distribution of consumers’ 
goods for the many people co-operating, as well as for cul¬ 
tural and entertainment purposes, was an administrative task 
of considerable difficulty. 

Bobbio was as little cut off economically from the outside 
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world as were most of the other manors of that time. The pay¬ 
ment of dues in money by the tenants amounted annually to 
about 220 gold sold% and seems to point to links with a 
monetary economy. Various goods were purchased from out¬ 
side, for example cloths and spices. Bobbio, also, had received 
the privilege from the Emperor Ludwig II of holding a market 
on its property. Thus the manor, as frequently happened, 
had the authority to hold markets, and it was expressly 
laid down in the privilege that merchants should pay no duty 
as they travelled to and fro. 

From the point of view of the economist Bobbio represented 
a peculiar blend of difl*erent formative elements. At the centre 
of this cosmos was a centrally directed economy to which 
hundreds of small economic “worlds” or units—the economies 
of the tenants—were attached. These in turn represented 
small economic bodies mainly under central direction. At the 
same time they were fused in a great centrally directed 
economic body. In this great monastic economy freedom of 
consumer’s choice for the dependent slaves, or for the half-free, 
was scarcely possible. Nor, in so lar as they worked on the 
manor, could they have free choice of work. This fact will 
emerge as an essential characteristic of the centrally directed 
economy. The people were in every respect subject to the 
orders of the central authority. In so far as free men entered 
into contracts with the administrators of the manor, another 
typical characteristic of a centrally directed economy was 
present, which will have to be discussed further. In principle 
the free worker was not compelled to work in Bobbio, but there 
was no tradition of freedom, which was severely limited by the 
length of the labour contracts, which usually lasted twenty- 
nine years. 

The prevailing features of Bobbio were those of a centrally 
directed economy. They predominated, but not exclusively. 
They were supplemented by elements of an exchange economy, 
which were blended with them. For Bobbio produced for the 
market in order to be able to buy from the market, so that the 
administration always had a certain balance in cash to meet 
its commercial needs. Its whole economic structure was a 
complex of structural elements which, in order to distinguish 
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them in their pure forms, we have to extract one at a 
time.2® 

If we were to make similar analyses of agriculture in the 
fourteenth century, we would find that it was composed of 
similar structural elements put together in a different way. In 
the meantime the large-scale unit in agriculture had been 
dissolved, the principle unit being now the peasant farm, most 
of whose produce was used to meet the needs of the peasant’s 
family, or for the manor. The control of production was shared 
between the head of the family, the provincial co-operative 
which distributed holdings to its members and made regula¬ 
tions regarding the common land, and finally the lord of the 
manor. Thus three economic units were linked together in the 
central control. Some goods were produced for exchange with 
neighbours or at a nearby town which was a centre for market 
relations, and for whose contractors some peasants were work¬ 
ing as home workers. In this economic system, too, elements 
of both types of economy were fused, though in a different 
form. 

(2) The medieval crafts were also not as uniformly organised 
as the theories of the “city” economy hold. On the contrary, 
we meet here an immense and almost unlimited multiformity. 
This is of special interest because the question has arisen 
whether uniformity in the structural elements can be found 
here or not. 

For the individual craftsman in the Middle Ages it was 
of decisive importance whether his trade was “closed” or 
“open”. The trade may frequently have been a closed one, 
but the degree and nature of its closure differed. In some 
towns, for example, the number of butchers’, bakers’, and 
shoemakers’ shops was fixed by the authorities. Other methods 
of closing a trade were common, such as compulsory member¬ 
ship of a guild. Then, if the guild had the right to refuse 
admission, or demand high entrance fees, it, rather than the 
state authorities, could close the trade. Sometimes craftsmen 
could even restrict the trade to particular families, as the 
Paris weavers did in the thirteenth century. On the other 
hand, guilds were often unable to enforce strictly compulsory 
membership of a guild, and had to be content with some loose 
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restriction of the circle of members. Frequently the city 
administration laid it down that no one might practise a trade 
who did not belong to a guild, but that the guild was not 
justified in refusing admission or demanding entrance fees. So 
it was in Padua in the thirteenth century, or in various trades 
in Cologne in the fourteenth century. Indeed, new entrants 
often met with illegal obstruction. But the looser obligation to 
join a guild was economically of quite difl'erent significance 
from a strict law'. 

At the same time, in many parts during the Middle Ages 
there w'ere "‘open” trades, w'here admission w'as free and did 
not have to be acrejuired through a guild. Certainly, the inter¬ 
vention of the tow'ii council in setting up independent master 
craftsmen if the guilds misused their pow'ers, only gave a 
limited freedom of entry to the trade. But many city admini¬ 
strations w'cnt further. We have already mentioned Nurem¬ 
berg. Brescia in 1280 laid it dow'ii expressly that anyone could 
practise any craft w ithout needing to join a guild. 

It w ould be a mistake to assume that if a trade w as closc'd 
monopoly alw^ays prevailed, or if it was open, eomp(*tition. 
Certainly the limitation on numbers entering a trade w^as a 
valuable privilege for those engaged in it, which eased the w'ay 
to agrecm(‘nts for monopoly control of the market. If the 
number of bakers, butchers, or shoemakers admitted was large 
—it W'as often a hundred or more in some towns-—it was not 
easy to build up monopolies in spite of the closure. The policy 
of the town government often w'orked against monopoly 
agreements. 

The reverse might also occur. In cities w'hich follow'cd a 
policy of freedom of entry the craftsmen in a trade could unite 
and organise for the monopolistic control of their market. 
Bologna in the thirteenth century is an interesting example. 
Like many other towns it followed a policy of freedom of entry, 
but it tolerated unions in some trades, though not in all. 
Unions were formed, for example, by the tailors, carpenters, 
and blacksmiths, and they tried by pressure on competitors to 
bring them all into the agreement, using methods familiar in 
the monopoly warfare of modem times. Sometimes several 
unions would exist in the same trade, as with the shoemakers 
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of Bologna in the thirteenth century, where four different ones 
were reported, tlie situation resembling a kind of small-scale 
oligopoly. Often competition existed in open trades, and in 
many diiferent forms. Often the creation of any sort of union 
was forbidden by the town council, as during the thirteenth 
century in Landshut, Goslar, and Zurich. The craftsmen in a 
town might sell their wares at large markets in competition 
with oiK^ another and with craftsmen from other eities, like the 
goldsmiths of Nuremberg, Cologne, and Augsburg, who sold 
their goods thems(‘lves at the Frankfurt fair. But these were 
special cases. Much more important was the greatest of the 
medieval craft industries, textiles. For example, the linen and 
fustian w^eavers of the south German cities were often in com¬ 
petition with one another, selling their products individually 
to middlemen who marketed them. The middlemen or 
''putters out”* were w'ell provided with capital, and indi¬ 
vidually or in groups often had a monopoly position. The 
(•raftsmen w^ere much more favourably placed, wdiere they 
could unite to deal with the monopsonistic groups of middle¬ 
men and conclude collective sales agreements. That hap¬ 
pened, for example, in Liibeck in 1424 between the amber 
workers’ guild and a group of long-distance traders w ho mar¬ 
keted amlxT goods in wont and south Germany and in Italy. 
This was a case of bilateral monopoly. 

Finally, w'c must remember that the city authorities often 
fixed prices by law, particularly in markets w^here monopolies 
were active. We now have a notion of the number and variety 
of economic forms in medieval craft industry. We have 
also found significant characteristics to extract, from which 
different ideal types of economic system can be worked 

out.30 

(3) All the economics in history can be analysed by these 
methods, not only those of the European peoples of the last 
thousand years, but also those of ancient Egypt, Babylonia, 
or China, at diiferent periods in their history. We shall later 
discuss some of these. (The purest form of centrally adminis¬ 
tered economy is to be found in the Inca State of the fifteenth 
century.) 31 


♦ Htadler-verleger. 
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Our task is always to bring out fully the individual charac¬ 
teristics of each case, say those of the Chinese family economy, 
taking care never to tone them down by looking for the 
“normal”. We will everywhere see that it is careful scrutiny 
of each case which, though we may have expected the 
opposite, leads to the discovery of a certain limited number of 
basic forms. These basic forms are composed and combined in 
differing ways in actual economic structures. Which structural 
elements dominate and wliich are supplementary will differ, as 
will the entire historical environment. Nevertheless, in the 
immense number and variety of economic systems under 
which men carry on, and have carried on, their economic 
existences, certain recurring elemental forms are to be found. 

We have now achieved an introductory understanding of 
these forms in the^ir ideal types. This may perhaps serve as a 
basis for eliminating the Great Antinomy. We have made a 
beginning, but lack two things: first, an exact scientific 
description of the individual forms in their ideal types, which 
have up to now only been described in the imprecise language 
of everyday life; and secondly, a systematic survey of all these 
types in which all the various forms found in actual economic 
units are w'^orked out one by one and systematically classified. 
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INTRODUCTION 

THE BASIC CONSTITUENT forms caHHot be precisely and 
systematically worked out by relying on speculative generalisa¬ 
tions or by laying down axioms. This would only widen the 
gap between the historical facts and our theoretical investiga¬ 
tion. Arbitrary model-building is a serious, though a common 
error. We can only make this new step in the analysis if we 
keep in close touch with the real economic world. We must 
continue to stick to the path we have been following. For the 
task that now faces us we must start from our previous results 
in the historical field and penetrate further into the structure 
of particular individual economic units. 

Pursuing our investigations in greater detail on these lines, 
we shall come very soon to a conclusion which will later be 
shown to be of great consequence. The actions of any director 
of an economic structure or unit are always based on an 
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economic plan. If we ask why the peasant is ploughing a field 
to-day, the answer is because it is part of his economic plan. 
Why the agricultural worker is ploughing on a large farm ? 
Because of the economic plan of the estate manager. Why 
does the housewife buy a hundredweight of potatoes to-day? 
Because it is part of her economic plan. Why docs B work as 
a metal worker in a machinery factory? Either on the basis of 
his own economic plan, or, if on the orders of the state 
authorities, in order to carry out the economic plans of those 
central authorities. Similarly, if the administrators of the St. 
Gallen monastery in a.d. 980 planted particular kinds of fruit, 
they did so on the basis of their economic plan. Just the same 
holds for the controller of an Egyptian temple economy in 
500 B.c. At all times and places man’s economic life consists of 
forming and carrying out economic plans. All economic action 
rests on plans. The precision and the temporal range of the 
plans are very dilTerent with different people, as w e shall dis¬ 
cuss later. But none of men’s economic actions are without a 
plan. 

The individual plan and its formulation must be the first 
objective of the following investigation. This is necessary if we 
are to determine systematically w^hat are the pure structural 
elements out of which all actual economic units or struc¬ 
tures are built up. 

In this way we shall obtain a precise conception of the two 
pure elemental forms w^hich are to be met with in w^hatever 
periods w e study: they are, the ideal type of economic system 
we call the centrally directed economy, in w’^hich there is no 
exchange, and the type of system we call the exchange economy. 
The characteristic of the centrally directed type of system is 
that the control of the entire everyday economic life of the 
community follows the plans of a central authority. If the 
economy of a society consists of two or more independent 
economic units each of which is formulating and carrying out 
economic plans, then there is an exchange economy. 

No other types of economic system, or even traces of others 
—^besides these two —are to be found in economic reality 
past or present. It is hardly conceivable that others can be 
found. 
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I. THE CENTRALLY DIRECTED ECONOMY: 
ITS TWO FORMS 

Some modern economists have asked whether a completely 
centralised control of the eeonomy of a great community is 
practicable, and, there are grounds for doubting this indeed. 
In particular, it has been contested whether, if prices are 
not formed in the course of the economic process itself, 
economic calculation of a precise and significant kind is pos¬ 
sible (and that without calculation the economic authority in 
preparing its plans is simply groping in the dark). Were it not 
possible, the directors of a great centralised economic body 
would be faced with an insoluble task. Such arguments play 
an important part in contemporary discussions of economic 
j)olicy and touch upon a problem of the greatest importance. 
Certainly the task of guiding a huge economy oi‘ a purely cen¬ 
trally directed type, comprising tens of thousands or millions 
of men, would eventually meet with the greatest difficulties 
because of the impossibility of precise economic calculation. 
Here, however, we must h^ave the problem of economic cal¬ 
culation by large centrally directed bodies undiscussed. In the 
real economic world this problem is not met with in its full 
acuteness for two reasons: the economic structures under 
central direction are usually small, comprising a single family, 
or perhaps a few dozen or hundred people, where those in con¬ 
trol can personally survey all economic events and themselves 
estimate directly the values of goods and services, and quantify 
their ^aluations precisely. The simple centrally directed 
economy or the independent economy or economic unit, as we 
shall call this form of small economy, which is of great impor¬ 
tance historically, solves the problem of economic calculation 
in a comparatively simple way. 

We must consider now the centrally directed economy 
which, because of its size, needs a special administrative 
apparatus, that is, the “centrally administered ” economy. In 
this case, because of the size of the community and the number 
of goods to be valued, it is impossible to express the values of 
goods in quantitative terms. While in the exchange economy 
scarcities of particular goods are expressed by prices and 
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exchange values, the centrally administered economy has no 
adequate method for ascertaining precisely the scarcities of 
different products and means of production. Those in control 
may therefore direct the available supplies of labour and other 
factors in a direction which does not correspond with the 
scarcities actually existing. Historically, elements of the cen¬ 
trally administered type of system arc usually combined with 
those of an exchange economy. It may be that only certain 
agricultural products are produced and distributed on orders 
from a central administration. Then, the prices of the exchange 
sector afford a certain basis for economic calculation. 
The firmer this basis is, the less dominant is the central 
administration of the economy, which gives way more to 
elements of an exchange economy. Otherwise, as history 
shows, economic calculation, and therewith any precision 
in the control of the economy, encounters the greatest 

difficulties.^^ 

Study of the different economic systems in history shows 
that the centrally directed type of system is and has been 
realised in two forms, that of the “ simple centrally directed 
economy”, or independent economy or economic unit, and 
that of the centrally administered economy. It is clear that 
elements of this type of economic system are not only present 
in certain countries and at certain times, for example in the 
Jesuit community in Paraguay, or with the Incas, or in Russia 
in the fourth decade of this century, but arc present every¬ 
where and at all times. Sometimes they are dominant, and at 
others only supplementary, but they are always combined with 
some elements of an exchange economy. Here we shall extract 
them in their pure form and use them as ideal types. Both 
forms of centrally directed economy are found in the following 
three variants: 

(1) The totally centralised economy"^ is characterised by the 
prohibition of all exchange. The employment of productive 
resources, and the distribution of their products and of con¬ 
sumption goods, follows central direction. Considerable 
traces of this variant of the centrally directed economy are 
to be found in family economies, in the larger centrally 
* Die total zentralgeleitete Wirtschaft. 
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administered economies of non-European cultures, as well as 
in the housing controls of recent decades. 

In its pure and ideal form it may be described as follows. A 
closed community with about a hundred acres of land is 
under the economic control of a single ‘‘director”, who lays 
down the economic plans. He decides each year what crops 
shall be sown, how many acres with maize, wheat, barley, or 
potatoes, and in which job each of the seventeen active mem¬ 
bers of the household shall work each day. He decides whether 
and how the house or the tools shall be repaired or added to, 
which technical methods shall be ai)plied, how and to what 
extent each field shall be manured, the method of ploughing 
and what equipment is to be provided. He also gives orders as 
to which area the different crops shall occupy, and how they 
are subsequently to b(^ used, that is, what part of the barley or 
rye shall be used for seed, what for fodder, and what for bread. 
He also decides on the time at which the barley and rye when 
harvested shall be sown, or used for fodder or for bread, and 
how much each member of the family shall rccei\'(; as clothing, 
food, and “luxury” goods, and where they shall live. 

The central control is exercised so thoroughly that the 
individual is forbidden to exchange consumers’ goods allotted 
to him for others. If, say, A gets 1 lb. of bread and \ lb. of 
meat each day, then he may not exchange bread for meat with 
B, who gets the same quantities of each but has difl'erent 
tastes. The rations allotted to the individual must be used up 
by him, or, if he does not want them, returned to the directing 
authority. There is no third possibility. Obviously, only under 
certain circumstances is it possible to prevent the exchange of 
consumers’ goods; that is, when meals are taken in common as 
in modem households, or in larger economic bodies where con¬ 
sumption is communal, as wdth the Spartans. Prevention may 
also be possible with certain goods, such as dwellings, which 
cannot be exchanged without the permission of the central 
authority. 

When this variant of the centrally directed system exists in 
its pure form, the most remote corners of economic life are 
within the range of central orders which cover all economic 
actions. They control the entire everyday economic life of the 
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community. The totally centralised economy is an extreme 
case where a single planner is responsible for all economic 
actions, and it is of special interest for this reason. In it alone 
the economic system of the centrally directed economy finds 
its perfect expression. 

In the totally centralised economy (and in both the other 
variants) the central authority orders everyone to his occupa¬ 
tion and his place of work and the worker is unable to express 
elTeetivcly his own will about these. Slavery in the form of 
state slavery, private slavery, or the many varieties of serf¬ 
dom, is the one essential form which labour relations take in 
the centrally directed economy. Limitations on freedom of 
movement and choice of occupation and the tying of the 
worker to a particular place of work, such as occur in many 
countries to-day, can be regarded as secondary and milder 
forms of central control over labour. A third form consists in 
the economic dependence of the younger geiuTation on the 
older, as still exists in China to-day, where the profession and 
occupation of all the members of a family in a family economy 
depends on tlie orders of the head of the family. In the cen¬ 
trally directed (economy there is no contract of labour, only 
a relationship of labour to the central authority.'^’^ 

(2) In the centrally directed economy zvith free ejcchange of 
consumers' goods, it is the central authority which decides on 
the employment ol* productive resources, the time-structure of 
production, the distribution of products to the members of the 
community, the technical methods to be applied, and the 
location of production. In contrast with our first variant, con¬ 
sumers may adjust by exchange the allotted distribution of 
goods. In this ease it is permissible for A and B to exchange, if 
A wants more bread and less meat and B more meat and less 
bread. In the real world, it is very common for the allocation 
of consunuirs’ goods by a central authority to be combined 
with the freedom of the recipients to exchange. Historically, 
this kind of exchange between consumers has been practised 
in very many of the economic structures in which central 
direction of the economy was the dominant element. Many 
readers will remember from their military service how the 
soldiers in a company or battery received rations of bread, fat, 
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cigarettes, and so on, and exchanged them with one another in 
order to adapt the rations better to individual needs. During 
the 1914-18 and 1939-45 wars, rye bread, meat, sugar, 
cloth, and other consumers’ goods were distributed by the 
central authorities by means of ration cards, though the 
recipients were able to exchange consumers’ goods among 
themselves. 

In its pure form, the centrally directed e(!onomy with free 
exchange of consumers’ goods seems to differ only slightly 
irom the first variant we mentioned. There is one iimdamen- 
tally new condition. The single supremacy of the planner is 
modifi(‘d by the possibility of individual needs and plans 
expressing themselves, though they may only do so to a very 
modest extent. Rut pure ‘‘monism” is removed and a certain 
“pluralism” of plans is asserted, in that in the course of 
exchange certain “exchange values” will be formed. A par¬ 
ticular quantity of bread will exchange against a particular 
quantity of meat, sugar, cloth, or cigarettes. If these exchangers 
are not simply occasional but lasting, then markets and pricres 
are formed and some generally accepted means of exchange, 
i.e. money, is adopted. The markets will be completely over¬ 
shadowed by the central authority and its decisions, and the 
economic plans of individuals will be completely subordinate 
to those of the central plan. Nevertheless, this j)ossibility of 
exchange is of the greatest importance for the recipients of 
consumers’ goods, because they can exchange goods which 
they need less for those they need more urgently. 

One of the difficulties experienced in every community with 
a centrally directed economy is that of the central authority’s 
inability to obtain reliable data about the needs of the mem¬ 
bers of the community. There is lack of contact between the 
economic authority and those receiving consumers’ goods, so 
that their real needs may not be properly known. If the 
recipients may exchange consumers’ goods, it is possible in the 
second type of centrally directed economy for the effects of 
major errors in the allocations of consumers’ goods to be 
alleviated to a certain extent, and this is of considerable prac¬ 
tical importance for the consumer. 

(8) In the centrally directed economy with freedom of 
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consumers" choicey the individual plans of the community 
assert themselves more effectively. 

Let us imagine a closed state of about 100,000 people of 
whom 45,000 are fit for work, where a central authority 
directs the economic process, in fact, a centrally administered 
(‘conorny. The central administration orders where the 
individual is to work, how long he has to work, what mines, 
water-power, and land are to be used, how they arc to be 
used, and which shall remain unutilised. It also decides how 
much bread, meat, shoes, machine-tools, and other goods are 
to be produced. It orders how supplies of steel and iron, 
half-finished goods, and sheet metal are to be distributed 
and used, whether new roads or a new shoe factory is to be 
built, whether and how new investments are to be undertaken, 
and what technical methods are to be applied. To this extent 
this variant of the cejitrally directed economy resembles the 
totally centralised economy, since these decisions follow from 
the single plan of the central authority. 

But there is one great difference. The individual members of 
the community have the right to choose freely between con¬ 
sumers’ goods. They receive bread, meat, accommodation, and 
other consumers’ goods, not directly from the central authority 
or by ration cards, but are paid wages and salaries in the form 
of general entitlements to consumers’ goods. (The function of 
money here is clearly somewhat different from what it is in the 
second variant of the centrally directed economy.) The citizens 
of this state can buy freely. 

Freedom of consumers’ choice consists in the individual 
buying what he wishes within the limits set by his income. 
Here is the clear dividing line separating that sort of com¬ 
pulsory consumption by which the individual receives what¬ 
ever the central authority decides. The central authority, how¬ 
ever, has other means of influencing the form consumption is 
to take than by issuing orders or allocating particular rations. 
It can alter the raw materials which consumers’ goods contain, 
diverting consumption by substituting artificial fibres and 
artificial silk for wool, cotton, and silk. Consumption is con¬ 
trolled without direct compulsion of the final consumer by a 
substitution of materials. Because of the similarity of the new 
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with the old textile goods the consumer may not at once recog¬ 
nise the alteration. Similarly, by regulations concerning the 
extraction rate for bread, or the composition of chocolate, or 
by many other similar measures, the central authority can 
exercise a considerable control of consumption without giving 
direct orders to the individual consumer. Also by propaganda 
(“Eat More Fish”, etc.) the central authority can often affect 
consumption. 

The consumption habits of a people, formed by its past, its 
culture, its race, and its climate, can be lastingly altered by the 
methods we have described. This docs not mean there is com¬ 
pulsion of consumers. The individual can decide of his own 
accord which of the consumers’ goods that are offered he will 
buy. These conditions may be described as limited freedom of 
consumers’ choice, to be contrasted with unlimited freedom of 
consumers’ choice. Compulsion of consumers begins only when 
overt pressure is used; that is, if they arc allotted or have to buy 
certain goods because of tlic orders of a central authority or 
the force of public opinion—^that is, when consumers are com¬ 
pletely incapable of effectively asserting their own will. 

In a state whose economy is centrally directed but where 
consumers’ choice is free, individuals can in their demand for 
goods assert their own economic plans against those of the 
central authority. The size and nature of the requirements for 
shoes or furniture depend on the extent of consumers’ demand 
for these goods. 

Faced by these assertions by individuals of their own 
economic plans the central authority may act in either of two 
ways. Firsts it can try to exclude any influence of individuals' 
plans on its own plan, and it will have powerful means at its 
disposal for achieving this. In particular, it can act as the sole 
seller of all consumers’ goods and counter the influence of the 
plans of individuals on the economy by its price policy. Take, 
for example, the price of shoes: if the demand for shoes 
increases while the price remains the same, the central 
authority can meet this increased demand for shoes by raising 
prices, so that the effective demand for shoes declines, pro¬ 
duction remains the same, and the central plan is left unin¬ 
fluenced by the requirements of individuals. In general, the 
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central authority can so devise its price policy that to a large 
extent those goods are bought which the central authority 
wishes to produce and get rid of. Certainly it will meet with 
limitations on its policies which do not exist in the totally 
centralised economy. If elasticity of demand for a good is 
small, price changes will have little effect, and in certain cir¬ 
cumstances the amount demanded may not be successfully 
adjusted to the central plans. If, with population and the 
number of families growing, there is an increasing demand for 
two-room flats, th(‘n a raising of rents by the central admini¬ 
stration will be of small cfl'ect in decreasing demand. In the end 
it will have to reeoneile its plans with the wishes of the com¬ 
munity and increase the production of this sort of accommoda¬ 
tion. 

Secondly^ the central authority can try to use the (‘xtent of 
relati\’e demands as an index of the needs of the population. 
An increase in the number of shoes demanded each year at a 
particular price can be answered by an increase in shoe pro¬ 
duction so that the needs of the population an* more fully 
satisfied. The central authority would then, in drawing up its 
plan, be concerned to take into account the economic plans of 
individual members of the community. If it was really fun¬ 
damentally concerned to do this, then its oAvn economic plan 
would be dependent on the plans of the consumers. This is 
where the limits ol’ central direction of the economy are 
reached or crossed. This second case of our third variant of the 
centrally directed economy is really to be classified as an 
“exchange” economy. A monopoly administration in control 
of all markets is trying to supply consumers according to the 
principle of optimum output (t>. pp. 129 ff). 

Let us recapitulate. A country in which a “ simple ” centrally 
directed economy (or independent economy) exists by itself 
would look as follows. Thousands of independent economies 
(or independent economic units) with no economic exchange 
between them would be functioning side by side. Each single 
family would provide entirely for itself and would be a cen¬ 
trally directed community subordinate to one of its members. 
There might be larger and smaller communities, but none of 
them would be large enough to require a special administrative 
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apparatus. In each case the ‘‘director” himself controls and 
personally surveys the whole economic process. With totally 
centralised family economies there are no exchange, no prices, 
and no exchange values for goods. To be precise, in such a 
country there w^ould be not one economic process, but as many 
complete and independent economic processes as there were 
closed family economies, not one economic world, but as many 
worlds, all similarly constituted, as there were independent 
economies. 

The independent economy and the centrally administered 
economy are sisters, though very unlike one another. 

It is easy to sec why the independent economy has always 
proved inadequate, and why it is regularly forced by modern 
economic development into a subsidiary role: it is because it is 
impossible sufficiently to extend the division of labour within 
that framework. There is no room. In order to add to its supply 
of goods, Jarnily, clan, and village communities from pre¬ 
historic times hav^c entered into exchange and extended the 
div ision of labour outside the independent economic unit, 
breaking this up at one point or another and developing other 
forms of organisation. Modern industrialism, bringing with it 
an unprecedented intensification and spatial expansion of the 
division of labour, is bound to a large degree to supersede tliis 
miniature form of economic organisation. No modern spinning 
machinery, blast furnaces, or railway can be employed in it. 
In the course of history other forms of organisation are bound 
to arise in which men can enter into economic relations with 
a more extensive division of labour. As well as the exchange ” 
economy, there is, and always has been, the centrally ad¬ 
ministered economy. 

Historically, the centrally administered economy has far 
less often been found in ascendancy than has the exchange 
economy. But a number of interesting cases have occurred. 
The modern w^ar economy has brought this form of organisa¬ 
tion to a specially high pitch of development. Let us picture it 
again in its pure form. The country which w'as previously 
organised on the basis of independent economic units has now 
completely changed its appearance. The whole country is now 
linked together by division of labour. All able-bodied men 
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work daily as parts of a single economic process which com¬ 
prises the whole area of the country and is directed by one 
central authority. The size of the population, of the country, 
and of the productive apparatus make it impossible for a single 
individual continually to survey in person all economic events 
and give detailed orders and control their execution. Therefore 
an administrative apparatus with numerous officials has arisen, 
which in such a centrally administered economy is the sole 
framer of economic plans, gives orders to the workshops as to 
what to produce, allocates raw materials and half-finished 
goods to the individual workshop, makes decisions about the 
renovation and alteration of factory buildings, directs labour 
supplies to their places of work, distributes consumers’ goods 
to individuals, and controls the carrying out of all orders. 

We need to be acquainted with both these forms of centrally 
directed economy and with their variants, if we are fully to 
understand the different actual economic systems, or to be 
able to classify them precisely for purposes of subsequent 
theoretical analysis of the conditions of economic life. In both 
forms of centrally directed economy there is a concentration of 
power at one point, less apparent but very potent in an 
independent economy, and extremely massive in a centrally 
administered economy. There is no economic system in which 
power is more strongly concentrated, and this is most of all the 
case in the totally centralised economy. Here economic power 
is unlimited. Every member of the community is completely 
dependent on the economic control of the central administra¬ 
tion and its bureaucracy and has for himself no sphere of free¬ 
dom or independence. Where this form has been even approxi¬ 
mately realised, as, for example, for several centuries in the 
history of Egypt, the individual is a being whose sole task con¬ 
sists of unceasing obedience to the orders of central authorities 
and officials. The other variants of this type of economic 
system show a certain loosening and relaxation in the con¬ 
centrated power of the central authority, the extent of which 
was more precisely described when we were defining these 
variants. In defining and analysing theoretically the different 
types of economic system we meet with one of the greatest of 
historical problems, that of economic power. 
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II. THE EXCHANGE ECONOMY 

INTRODUCTION 

Let US repeat that we do not understand the concept 
“exchange economy” as covering simply the case of* the 
capitalist economy of the nineteenth century. In the nineteenth 
century elements of a centrally directed type of economy were 
important even in the so-called capitalist countries. Concepts 
like “Capitalism”, “Communism”, and “Socialism” cannot 
help the economist in his task. The ideal type of “exchange 
economy ” is simply a pure elemental form (just as is that of the 
centrally directed economy), which is to be found at all periods 
of human history, and which is arrived at from precise observa¬ 
tion of particular economies and by abstracting their sig¬ 
nificant characteristics. 

An exchange economy of the pure type is made up of firms 
and households which arc in exchange with one another. We 
shall talk of “firms” and their “managers”, rather than of 
“enterprise” and “entrepreneurs”, because these latter terms 
both have a particular historical nuance about them suggesting 
too exclusively the capitalist period. Such a shade of meaning 
must be completely excluded from the ideal type of “exchange 
economy ”. “ Firms ” are to be regarded as economic and not as 
technical units. They are conceived as produeing goods and 
services for sale by purchasing and combining the services of 
labour and other means of production. The “ household ” of the 
typical exchange economy differs in appearance from the 
usual German or French household of to-day. We have just 
said that historically the family household was usually a small 
centrally directed economic structure, in which took place an 
important part of what to-day belongs to the general process 
of industrial production. In the “household” of the pure 
exchange economy no good is produced, cooked, washed 
or sewn. All goods and services needed by the household are 
bought ready for final consumption from firms, and simply 
used in the household. (It is important to distinguish between 
the “household” in the sense of actual family economic units, 
and in the sense of the consuming unit in which nothing is 
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produced, in the ideal type of exchange economy.) All traces 
of central direction are completely excluded from this pure 
exchange economy. The firms produce and the households 
consume, and from the households comes a supply of labour or 
savings which yield income. 

The economic plans of the indiv idual firm or Iiouseliold in 
the exchange economy do not resemble the plans of a centrally 
directed economic system. In the centrally directed economy 
in which the economic process of the community is guided from 
beginning to end by the plan and orders of a single authority, 
this plan is complete, in that the director, as we have shown, 
takes no account, or only limited account, of other individual 
economic units and their plans. The economic process of the 
community is entirely within the range of his power. The 
director of a firm or household in an exchange economy pro¬ 
ceeds quite differcMitlv. His individual economic unit is only 
a small part of the whole process of the. social economy. His 
daily, monthly, and annual plan is therefore “incomplete”. It 
is a partial plan. Each individual of the multitude of managers 
of firms and heads of households has to live together with the 
others in an exchange economy and in all his plans has to take 
account of the actions of other individuals and of their plans. 
All individual economic units arc in a relationship of mutual 
interdependence one with another. This fact finds expression 
in every plan of every individual economic unit at all times 
and places where exchange relationships have existed or do 
exist, in every household and factory of America to-day, or with 
medieval traders, or with farmers at the time of the Roman 
Empire. In formulating all his plans, the director of an 
individual economic unit has to consider that he must fit him¬ 
self into the structure of the exchange economy: “ Thus in the 
exchange economy a new problem arises: the necessity of 
balancing the parts against one another and of co-ordinating 
the individual plans” (K. F. Maier). How does this co-ordination 
of individual plans and economic actions and thereby of the whole 
economic process come about under an exchange economy^ past or 
present, in the real world? This is the question with which the 
study of the economic system of an exchange economy, and 
the discovery of its forms, has to start. 
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Experience provides a twofold answer to this question. 

First : in an exchange economy there must always be a scale 
of calculation, or unit of account,* according to whicli in¬ 
dividual plans arc adjusted. Occasional acts of exchange 
between otherwise closed households were certainly of fre¬ 
quent occurrence in earlier European and non-European 
history, without the existence of any recognised unit of 
account. But such cases are of minor interest. As soon as acts 
of exchange become more frequent, and the directors of the 
individual economic units take part in exchange, a unit of 
account becomes indispensable. It is the same in the exchange 
economy in its pure form. Let us imagine a state of 500,OOO 
people in which corn, bread, wool, cloth, and all other goods 
are produced by numerous firms and bartered against one 
another, the wages of the workers being paid in consumption 
goods. If no unit of account existed, tlien no manager of a firm 
or head of a houseliold would be able to formulate practicable 
economic plans. A weaver, Ibr example, might give a worker 
as Jiis monthly wag(‘ a particular quantity of bread, meat, 
beer, etc., and sell the cloth for a particular quantity of shoes, 
bread, and wool. Whether these actions have brought him 
profit or loss, and whether he should continue them or not, 
cannot be determined so long as he lacks a unit of account, for 
he is unable to compare individual goods and services. He can¬ 
not tell how and what he shall produce for the market. The 
economic authority in all individual economic units, and 
thereby the whole economy, is without a steering wheel. 

Historically, men at all times and at all placets have dealt 
with this problem by using some standard good as the unit of 
account, and by this means have* co-ordinated the plans of 
different individuals. The fact that in older cultures non¬ 
economic or religious considerations have often affected the 
choice of this standard good is irrelevant from the point of 
view of its economic function. In our western civilisation 
cattle were formerly used as the unit of account. Homer, 
for example, valued a tripod at 12, a male slave at 100, 
and a female slave at from 4 to 20 cattle, and a bowl as equal 
to one ox. Obviously, he had in mind not actual particular 
* Rechnungsskala. 
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cattle, but cattle of an average quality. With most peoples the 
unit of account was gradually separated off from the standard 
good, becoming an abstract unit which provided a firm basis 
for all acts of exchange. These facts force us to include in the 
pure type of exchange economy a standard good as a general 
unit of account or scale of reckoning, or to introduce some unit 
of account, which may be cattle, fish, or units of precious 
metal. Only then does the control of the individual economic 
unit become possible. In the case of the weaver, he is now able 
to calculate the value of the goods he gives to workers as com¬ 
pared with the value of the goods he gets in exchange for his 
products. He can ascertain that an ox is equal to 100 grammes 
of gold, and that in selling his cloth, he is making a profit or a 
loss. Thereby the economic plans of the individual unit get a 
firm starting point or basis of co-ordination. The uniform scale 
of reckoning is an essential attribute of an exchange economy. 

Secondly: each individual economic unit which enters into 
exchange with others either “supplies’’ or “demands”. (We 
are leaving robbery out of account.) Wliether the flint workers 
at Ruegen in the later Stone Age exchanged their tools in 
northern and southern Europe for other goods, or whether a 
modern iron works sells iron and is paid for it, or whether a 
housewife buys apples and gives money in exchange, all 
relationships in the exchange economy proceed by w^ay of 
supply and demand, and usually meet together in a “ market”. 
Supply and demand are not discoveries of the nineteenth 
century, but have existed as long as economic exchange 
between human beings. Here again we must avoid making the 
mistake of attempting prematurely to lay down scientific 
definitions of “supply” and “demand” and “market”. Only 
after a scientific investigation of the conditions can such 
definitions be arrived at. At the moment, there is no firm 
foundation for them, and we must still use the words as they 
are used in everyday life. History shows that the way in which 
individual economic units “supply” and “demand”, that is, 
how they enter into relations with one another, diflFers and has 
differed very greatly. There is the same multiformity which we 
found, for example, in medieval manufacture, in the economic 
system of the ancient world, and in modem economic life 
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(v. Part II, Chap. II, or Part III, Chap. I), and we must do full 
justice to it, otherwise the facts of economic history will not 
be understood. Differences of two kinds are apparent: 

(1) The power of the individual economic unit is very 
difTerent in different markets. Often it has to adjust itself to 
conditions on the market, as did the head of a household in 
1910 in a large town when buying bread or meat. Often the 
individual economic unit can decisively influence market 
events, as did the wholesalers or “putters out” in Augsburg in 
the later Middle Ages, on whom the clothmakers were depen¬ 
dent. Again, the form of market will affect the position of the 
individual economic unit, and this will have an important 
influence on the whole process of the exchange economy. This 
leads us on to a large group of problems. 

(2) Either exchange takes the form of barter, or the 
individual economic units make use of a generally recognised 
means of exchange called money. The shoemaker exchanges 
shoes for other goods, or receives for his shoes some general 
means of exchange. Why men often use a general means of 
exchange has often been discussed. It is easy to show that an 
exchange economy that makes use of money is more effective 
than one without money. Every individual economic unit 
taking part in an exchange economy in which money is used 
has to hold a certain stock of money, which is of importance in 
his economic plans. Money has taken very different forms in 
the course of history. In this field too the pure forms have to be 
discovered from the wealth of historical material, by abstract¬ 
ing the salient distinguishing characteristics. The basic forms 
of monetary economy and monetary systems provide the 
second great group of problems. The co-ordination of economic 
plans, and the whole economic process, takes place differently 
according to the form of market and the form of monetary 
system and of monetary economy. This is a brief formulation of 
the groups of questions with which we now have to deal. 

A. THE FORMS OF MARKET 

1 . The Two Basic Forms of Supply and Demand 

Throughout history, from the earliest times down till to-day, 
two different kinds of supply and demand have occurred: 



134 T}ie Foundations of Economics 

“open” and “dosed”. Supply and demand arc “open” if 
every individual or group, has access to the market as 
supplier or demander, and if each individual can supply or 
demand whatever quantity he thinks fit. If the practice of any 
kind of job, in manufacture, trade, industry, or agriculture, is 
allowed free from, or under easily fulfilled, conditions, if entry 
is not limited to a fixed number, and if there art^ no vetoes on 
investment or construction, then supply is “open”. It is well 
known that the industrial legislation of the ninetecjith century 
(for example, the trade regulations of the North (ierman Bund 
of 1869) established freedom of trade in as many markets as 
possible, and was intended to and did actually establish “ open ” 
supply and “open” demand in very many markets. Similar 
conditions can be found elsewhere in industry on a number of 
occasions. They arc by no means a discovery of “Capitalism”. 
There were “open” branches of trade and industry in many oJ* 
the cities of the eastern Mediterranean during the Ilellenistie 
period, in the Roman Empire of Augustus, and in many 
medieval cities. 

Supply and demand are “closed” when access to the market 
as supplier or demander is not open to everyone, for example, 
when only a particular closed circle of entrepreneurs can 
supply or purchase from a particular market, or whem there 
are vetoes on construction and investment, or when only a par¬ 
ticular group of workers is pcTmitted to work at certain jobs, or 
when only a j)articular group of households may buy particular 
goods. The closing of supply and demand can be found 
throughout history, and when economists after the mercan¬ 
tilists either overlooked it or dealt with it only briefly, they 
were committing a simplification which was bound to lead 
to an inadequate account of actual economic life when the 
closed forms began to become more common, as is the case 
to-day. 

The closing of supply or demand can, as our historical 
sk(jtch showed, take place in very different ways. The exercise 
of a craft or a trade can be limited to certain families, as, for 
example, was common in the Byzantine Empire. At that time 
it was the state which ordered the closure of almost all 
branches of trade, and also ordered workers and settlers to 
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follow the occupation of their fathers. The state in Egypt had 
proceeded earlier in a similar way, and the same happened in 
other countries in the cast. The economic policy of many 
medieval cities is characterised by this struggle over the closing 
or opening of industry and trade. As important examples from 
the later Middle Ages we may take Liibeck’s policy of closure, 
and the opposite Nuremberg policy of opening industry, or 
keeping it open. Until far into the nineteenth century there 
were regulations restricting access to a craft to those who were 
related in some way to a master, or who had married a master’s 
w idow. In the late nineteenth cemtury, though there were many 
open forms of market, closed ones also existed. The most 
important of these was the restriction of the right to issue notes 
to a few banks or to only one. To-day in most countries a 
varied and raj)idly changing technique has been developed for 
closing supply or demand, for example, by examinations, vetoes 
on admission or on setting up in business, or on investment, 
or on cultivation. Particular branches of production often 
rapidly switch from being open to closed, or vice versa. The 
method of closure is generally either that the circle of persons 
admitted is limited, or that the number, size, and productivity 
of firms is fixed, or both methods are employed simul¬ 
taneously. 

A firm and a household can simultaneously be taking part in 
both open and closed forms of supply and demand. For 
example, on the farm W. in J. the production of fruit and wine 
is open and the farmer can produce as much as he wishes. Hut 
the production of tobacco is closed, for in accordance with 
official regulations only a limited acreage may be sown with 
tobacco. In J. there is another family R. which, together with a 
limited number of other older families in the village, has the 
right to attend the annual parish sale of wood as a buyer. 
This household is then a member of a “closed” group of 
demanders, while for food and manufactured goods it is in the 
“open”. 

The economic plans and economic actions of each 
individual economic unit are decisively influenced by 
whether supply and demand for a good or service is open 
or closed. 
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2. ‘'Open^' Forms of Supply and Demand 

In order to define the different forms of supply and demand 
precisely, it will be necessary to carry our analysis of the 
individual economic unit a stage further. At this point, too, we 
must try to penetrate closer to r(^al conditions rather than 
retreat from them. 

The manager of an individual economic unit formulates his 
annual, monthly, or daily economic plans on the basis of facts 
which he regards as “data”. The plan of every individual 
economic unit is based on these “ planning data ”. The manager 
of an estate or manufacturing firm takes the size or nature of 
his plant and of his stores of goods as given, as well also as 
what may be loosely described as the entirety of his exchange 
relationships as buyer, seller, and receiver of credit. It is these 
planning data which are important for our investigation of 
economic forms. The machine factory A. in F. buys iron from 
a syndicate and sells its products in a number of different 
markets. In the one case it is the price that is a planning datum, 
and in the other the prospective reactions of demand. In the case 
of a further group of products the firm takes into account both 
the expected reactions of demand as well as the reactions of 
some few competitors. 

The data which the manager of this machine factory, or of 
any other economic unit, takes into account are of different 
sorts. As the economic plan depends on the planning data, and as 
the economic actions of the individual economic unit when supply¬ 
ing and demanding depend on the economic plan, the forms which 
supply and demand takes are only to be understood if one starts 
from the differences in these planning data. Here we have 
touched upon the decisive point on which our explanation of 
the forms of market in the real economic world has to rest. The 
particular cases actually occurring to-day, in tho machine 
factory A., for example, must be distinguished and studied by 
abstracting the significant characteristics one at a time. In this 
way, we may discover the pure forms which supply and 
demand takes, and thus the forms of markets. 

(1) The supplier may take the expected reaction of his 
customer as a datum in his economic plan (vice versa the buyer). 
The large-scale farm which is the exclusive supplier of a 
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region with potatoes, has a potato crop of a particular size in 
view, and fixes its price for potatoes on the basis of an estimate 
of demand. So does the machinery trust which alone sells 
or hires out certain patented shoe-making machines, or the 
south German wholesaler or “putter out”* in the fifteenth 
century in respect of his home workers. For in formulating his 
economic plan he reckoned on a certain behaviour on their 
part, for example, that they would leave or go over to agri¬ 
cultural work if he lowered their wages further. Though it is a 
common occurrence historically, it is only possible to formulate 
one’s plans and act in this way if the buyer or seller has his own 
market. The customers have only one supplier, or the suppliers 
a single customer. If the large farm had to reckon with com¬ 
petitors then it would not only have to adjust itself to the 
reactions of customers, but consider the expected reactions of 
competitors. 

Here we have the case of the monopoly of a supplier or 
demander. On the basis of his planning data the monopolist 
fixes either the price, which for him is not a datum, or the 
amount offered or demanded, letting the price adjust itself. 

(2) It may be the price that the manager of the economic 
unit takes as the datum in his plans. For example, a manu¬ 
facturer of machine-tools counts on receiving particular prices 
for his goods, or a household lets one of its rooms and buys 
daily various consumers’ goods. In supplying the room it 
counts on a particular price, the one which according to its 
information at the time is usual, and in purchasing food, 
household goods, and clothes, it takes particular prices as 
given in its economic plans. Or it may be cotton spinners who 
take the current market price as given in buying cotton and 
act accordingly, or a retailer who sells cigarettes of which the 
retail price, like the purchase price, is regulated by the cigarette 
factory. 

Where does the individual economic unit in a market get the 
prices which it fits as data into its plan? Under what circum¬ 
stances does someone in a market take prices as given? 
When does he disregard the effects of his own actions on prices ? 
There are four cases to be found. 

* Verleger-Handler. 
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(a) Several small firms may exist as satellites of a large firm 
or monopoly. They take the prices these large firms demand as 
planning data and take no account of the reactions which their 
conduct causes—in particular of the extent of their own supply 
or demand. Such cases are frequent in European economic life 
in this century, and also in the past, as, for example, in the 
Middle Ages. One could cite the modern cartc^ls in the cement 
industry whose jjrices were followed for ycrars by small out¬ 
siders, who took them as data in their plans and regulated the 
size of their supply independently. There is the further example 
of firms which remain outside employers’ associations but 
adopt the lattcT's rates, or that of several small transport firms 
in a town which ask the same prices as those of a much larger 
railway transport business, and take these as data. To take one 
further example from the past: sev^eral small saffroii dealers at 
the Frankfurt Fair in the late fifteenth century adopted the 
prices asked by the great Haveusburg Trading Association. 
The “large” firm does not have to consider the small com¬ 
petitors, for these together only make uj) a very small part of 
supply or demand; though it has to do so in its plans and 
policies if, as often happens, these increase in number. Its 
monopoly position is then incomplete and may be described as 
a partial monopoly on the demand or supply side. 

(h) A linn rc*ckons with a particular price because its 
supplier lias already laid dowm the selling price at the next 
stage. Retailers, for example, arc under an obligation to the 
firms supplying soaps and pharmaceutical and other goods to 
sell at fixed prices. This situation in respect of branded goods is 
w ell know n in many countries. Such price fixing for resale is by 
no means a modern discovery. It occurs regularly where the 
suppliers arc strong and pass on goods to weaker “ finishers ” or 
dealers. This w^as the case in Egypt under the Ptolemies with 
its huge system of state monopoly extending from mining and 
pig-breeding to perfumery. Private oil mills and corn mills 
existed which not only bought oil and corn at the monopoly 
prices, but also had to sell their products at prices fixed by the 
officials of the monopoly which supplied the raw materials. 

With retail price maintenance the supplying firm jumps a 
stage and brings the final market for consumers’ goods within 
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its power. The prices formed in the market for consumers’ 
goods are a direct result of its price policy. This market, there¬ 
fore, is a case of monopoly or oligopoly and docs not represent 
any special form of market relations. 

{c) Prices may be officially fixed (a very fnicpicnt case). 
From many possible examples the price edict of Diocletian of 
A.D. 301 may be taken. This fixed the prices for all ser¬ 
vices and punished all offences on the part of selU^rs and 
buyers, workers and employers, with the death penalty. We 
shall discuss later this case of the fixing of legal prices by public 
authority. 

(rf) The supplier or demander takes the '‘anonymous” 
market price; that is, not the price of a particular large firm 
with which he is competing, nor that of officials or of those 
who supply him, but simply that of the market. The German 
peasant in 1910 sold his rye or pigs in this way, and it was 
on this basis that the households made their purchases of 
vegetables, fruit, and consumers’ goods. The supplier does this 
only if his supply is such a small part of the total market that 
he takes no account of the reactions his policy entails. A 
peasant with a crop of 400 cwts. of potatoes regarded his price 
of 3 marks for 2 cwts., which he could get just after harvest, as 
a given fact which did not depend at all on whether he sold the 
whole, or part, or none, of his supply. Perhaps he counted on 
the price being a little higher next January or February, but 
this rise in price was not connected with his actions. Although 
in fact by his supply he did slightly influence the level of potato 
prices, the price was for him a given quantity, as it might be, 
similarly, for someone letting a room, or buying bread in com¬ 
petition with ten thousand others. Here we have conditions of 
supply and demand which have been realised in many markets 
present and past, and which we call “competition”. It is 
unsatisfactory to describe competition as a form of supply and 
demand in which changes in the quantities supplied or 
demanded by any one individual do not cause any alteration 
in the price in question. Such a form of supply or demand does 
not really exist and is scarcely conceivable. What is decisive 
under competition is not the actual reactions resulting from 
an individual’s conduct (in this it differs little from other forms 
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of supply and demand), but just the fact that, owing to the 
considerable size of the market and the negligible size of his 
supply or demand, the individual does not reckon with any such 
reaction in his economic plan, but takes the price as a planning 
datum and acts accordingly. ‘‘Indeed the individual who is 
anxious to exchange, himself exercises by his demand and his 
supply a certain influence on the price situation. But in itself 
this effect is in most cases negligible, and therefore from his 
own point of view of no importance. His economic plan is for¬ 
mulated as though the exchange values of the goods with 
which he is concerned are unalterably fixed” (Wickscll). 

For th(‘ same reasons it is inappropriate to describe com¬ 
petition on the supply side as a condition in which the demand 
for the products of the individual seller is perfectly elastic, with 
the demand curve running parallel to the abscissa. This is 
another formulation that disregards the real economic con¬ 
ditions. The characteristic on the supply side is that the 
supplier reckons with a perfectly elastic demand, that is, 
sees the price as independent of the size of his supply, and 
proceeds to choose the quantity which he offers accord¬ 
ingly. It is only in the economic plan that perfect elasticity of 
demand is given, and because the decisions and actions of the 
manager of the individual economic unit follow the plan, this 
fact is of the greatest importance for the economic process. 
Whether the price is actually influenced by an increase or 
decrease in the supply from this firm is not decisive for the 
actions of the supplier, nor, therefore, for this form of supply. 
The opinion that one cannot precisely lay down the number of 
participants necessary for competition, whether it is 50, 100, 
or more, on one side of the market or the other, and that com¬ 
petition therefore remains imprecisely defined, misses the 
important fact that in the real world it is the economic plans 
that decide. 

(3) Interrupting our study of different types of supply and 
demand, and looking back, we find one important question to 
put: is it possible clearly and precisely to separate monopoly 
and competition from one another? The question is important 
because an answer calls for a precise description, much more 
precise than in our previous account, of what monopoly and 
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competition really are. This is also necessary because there is 
little clarity on this really important question. (Up to now, the 
conclusion is that in the case of competition price is a datum 
for the individual economic unit and helps to form the plans 
and actions of the individual on either side of the market. 
In the ease of monopoly, on the other hand, the expected 
reactions on the other side of the market become part of the 
firm’s data, and the price is not a planning datum but results 
from the economic plan of the monopolist—in fact, constitutes 
part of his practical problems.) 

Many recent students are inclined to deny that there is any 
sharp distinction betwen monopoly and competition. The 
goods of each single supplier—so it is argued—always have 
their idiosyncrasies for the individual demander and are never 
homogeneous, either because the goods of each individual sup¬ 
plier, or the suppliers themselves, each have their peculiarities, 
or because the demanders simply assume such peculiarities to 
exist. Lack of homogeneity between goods means an absence 
of real competition. The goods ottered by each individual firm 
must be looked upon as separate kinds of goods. Each individual 
producer has a “monopoly” for his products. Each trader, 
farmer, or business man sells his goods as a monopolist. The 
markets in which “competition” is supposed to reign really 
divide up into a network of interrelated markets (Chamberlin) 
in which every seller has something of a monopolistic position. 
If a large number of monopolists sell in a perfect market, then 
there are conditions which can be described as “competition”, 
but which may also be regarded as a limiting case of monopoly. 
When approached from the standpoint of monopoly, the 
multiformity of the economic world becomes comprehensible. 
The analysis of monopoly “ swallows up the analysis of com¬ 
petition” (J. Robinson). 

These views may be regarded as a reaction against the 
predominance of competitive analysis in the earlier works on 
the subject, and are understandable as such. But they are 
highly debatable, for they slur over differences which for the 
individual economic unit, and for the course of the whole 
economic process, are of the greatest importance. One might 
compare a sewing-cotton factory which meets almost the 
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whole demand in a country for sewing-cotton, with a lock 
factory which lias to reckon with a hundred similarly situated 
competitors. The two firms are in completely different market 
situations. TJiis is a difference familiar in everyday experience 
which has to be scientifically defined. This is best achieved if 
border-line cases are brought for decision. These border-line 
cases arise mainly under the following conditions: 

{a) With the availahility of substitutes: for example, a brewery 
is the sole seller of beer in a certain part of the country, and has 
secured this i)osition by territorial agreements w'ith other 
breweries in the neighbourhood. But the population is accus¬ 
tomed to drink mainly wdne, which is sold competitively by a 
large number of merchants and vineyard owners. Wine and 
b(‘er being substitutes, does the brew^ery possess a monopoly? 

It does noty if in fixing its prices it makes them wholly 
dependent on w ine prices, fixing the price of beer in accordance 
with that of wine, and taking the latter as a planning datum, 
and also if in fixing its output it takes no account of the effects 
thereof on the price of w^ine and beer. It holds its production to 
be too small to have any effect in comparison wdtfi the total 
production of the more ])opular drink (i.e. wine). The answer is 
that the brew cry does have a monopoly if a sufficient range of 
prices exists for it to hv. possible to pursue a price policy for 
beer; if, that is, an immediate substitution of wine for beer is 
improbable, and the brewery therefore is not simply fixing its 
price in accordance with the price of wine. The larger this 
range in which it can pursue a monopoly policy, the stronger 
its monopoly position. 

(b) Often a firm only dominates a certain area, while in 
other areas it sells in competition with other suppliers. For 
example, a browm coal producer has a monopoly position in his 
owm neighbourhood. His brown coal here is protected by 
freight rates against that of competitors, which comes, per¬ 
haps, from a considerable distance and so incurs higher freight 
charges and therefore has higher costs and prices. Up to the 
upper limit at which competition would become effective there 
is room for a monopoly policy for this brown coal producer. To 
that extent the works will take account in its economic plan of 
the expected reactions of the demanders, and fix price and 
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quantity supplied correspondingly. This upper limit falls as 
the distance of the market from the works increases, while the 
distanee of competitors narrows. Finally, the boundary will be 
reached where the contested territory begins, where the works, 
like its other competitors, takes the selling price as a datum in 
making its plans. It is clear that the boundary line, where com¬ 
petition and monopoly meet, changes its position with every 
price change in the competitive area, and also with every 
change in costs in the monopolistic; firm. 

(e) Many firms possess a certain loyal custom, for example, 
tlic retail branches of a textile business in a medium-sized 
town. Does not the fact that the firm possesses certain loyal 
customers give it a certain monopoly position? Or does com¬ 
petition still hold between such firms? Where is the boundary? 

The fa(;t that a certain loyal clientele exists does not create 
a monopoly. For the efforts of firms are directed at getting hold 
of the entire market or even of expanding it. It is just when 
considering their existing customers that firms are forced to 
adjust themselves to the market. wSellers who supply only 
occasionally, and not regularly, can much more easily take up 
a monopoly attitude, for with them no account need be taken 
of permanent relationships with their customers. The pressure 
of competition is usually increased, not lessened, by the need to 
take account of long-run sales and thereby of a regular 
clientele, as incidentally Adam Smith pointed out. In such 
cases, there is usually no considerable scope for pursuing an 
independent price policy, and the usual market prices are 
taken as given in their economic plans. Only when the custom 
it owes to tradition or special location is very closely linked to 
a firm docs it possess a market of its own, and prices of its own, 
which it will adopt in its economic plans and actions. A village, 
for example, often has only one shop in which clothing can be 
bought. By binding custom firmly to this business a monopoly 
position is built up and a monopoly policy is made possible, 
but this would have to be given up immediately if by improved 
communications the villagers were able to buy their clothes 
more easily in a large town, and the supply of clothing became 
competitive. 

(d) It may happen that of two firms in objectively the same 
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situation one will act competitively and the other monopolis¬ 
tically. The manager of a hotel in fixing prices for rooms 
follows the prices in the town, that is he behaves competi¬ 
tively. His successor holds that this hotel, because of its 
position and reputation, need not take as given the prices 
ruling in the market for hotel rooms in this town, but can fix 
special prices for his hotel, since he possesses a special clientele 
whose actions can be counted on. He asks monopoly prices and 
acts differently from his predecessor. If, contrary to his expec¬ 
tation, a strong movement of custom away from his hotel sets 
in he would be compelled by the facts to return to the path of 
his predecessor when formulating his economic plans, and to 
give up the assumption that he possessed a special market 
of his own. 

Wherever monopoly and competition are adjacent it is 
possible to draw the frontier precisely by a consequential 
application of our criterion of the nature of the data in the 
economic plans. The supplier or demander cannot, as this 
example shows, act monopolistically or competitively simply 
from subjective guesses, or temperament, or at random. If a 
supplkr selling in competition with many others suddenly and 
unfoundedly adopts the policy of a monopolist he will be com¬ 
pelled by the facts to change his economic plan, and will learn 
from them by the loss of custom that his plan does not corre¬ 
spond with the actual market conditions. When we state that 
economic actions result from plans, and that therefore these 
plans have to be studied in order to understand economic 
actions and the economic process, this does not mean that 
these plans can be divorced from the given economic facts. 
The planning data certainly very often diverge from the 
actual facts, but people will usually be compelled to narrow 
down the discrepancies when they formulate new plans, as we 
shall discuss later. 

(f) It would be a mistake to regard cases on the border-line 
between monopoly and competition as cases of “oligopoly”, 
though this mistake is often made. Often competition and 
monopoly are directly adjacent. That is clear from the cases 
already discussed. Let us take a further example. In 1982, 
there were about a hundred firms in Germany making wood- 



145 


The Different Types of Economic System 

working machinery, most of which made their own special 
models. (According to the criterion of identity of products 
these would have all to be called ‘‘monopolists”, which would 
give a completely false picture of the situation.) In spite of 
these differences, the range within which the individual firm 
could pursue its own price policy for the sale of the majority 
of its machines was so small that in practice they sold com¬ 
petitively by following the prices in the market. Only for par¬ 
ticular machines which were closely protected by patents did 
the individual firm count on a considerable range within 
w'hich it could follow its own price policy. The tw'o positions 
were adjacent and the same kind of machine moved from time 
to time from one group to the other, from monopoly to com¬ 
petition and from competition to monopoly. The condition of 
oligopoly was never present. 

From the formal mathematical point of view monopoly is a 
limiting case of competition, or competition a limiting case of 
monopoly. In the actual economic world monopoly is something 
quite different from competition. 

This vital distinction cannot be defined by asking about the 
homogeneity or non-homogeneity of the goods which the 
individual seller supplies. Since Srafla’s well-known article of 
1926, the study of the subject has concentrated much too 
much on this issue. Of course, the products of the individual 
supplier are mostly not exactly alike, and if one takes the view 
that competition presupposes complete homogeneity of pro¬ 
ducts, then one is saying implicitly that competition scarcely 
exists. This conclusion follows simply from the choice of a false 
criterion and is insignificant. 

The scientific definition of competition and monopoly must 
start from the central point of actual economic life, that is, 
from the economic plans and their data. Only then will it do 
justice to the facts of the economic world and make it clear 
that both conditions, competition and monopoly, are very real 
and not simply unrealistic extreme cases. It will become 
immediately clear where the actual difference lies and why it 
is so important: because the individual economic unit under 
competition bases its actions on plans, which at all important 
points take a different element as given than do the plans of 
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the individual economic unit under monopoly. Therefore, tlie 
actions in the two cases are different. 

It is in the interests of economic pressure-groups to confuse 
the distinction between competition and monopoly. The (effects 
of monopolies are shown to be harmless and the special 
problems of economic constitutional law which the existence 
of such powerlul private bodies creates, are concealed. It is 
all the more necessary that economists should avoid confusing 
the distinction. By doing so they not only retreat from the 
facts of the real economic world, but at the same time they arc 
involuntarily serving the interests of particular private 
pressure-groups, 

(4) In its economic plan the individual economic unit may 
take as given neither the price to be paid, nor the price to be 
received, nor yet the reactions from the other side of the 
market. It may reckon with the two factors together: that is, 
with the expected reactions of the other side of tlie market and 
of its competitors. This condition has been and olten is realised. 
This will regularly be the case if the supplier or demander has 
only a few competitors, that is, under oligopoly, where the 
number of competitors is small in relation to the size* of the 
market. The oligopolist takes accoutit, along with the expected 
reactions of the other side of the market, not only of tlu^ price 
policy but the whole behaviour, and especially the inv(\stment 
policy, of competitors. If, for example, a compe^titor extends 
the lay-out of bis works, this fact can have a decisive influence 
on his economic plans and actions. In particular, the invest¬ 
ment policy of competitors was in the Middle Ages and remains 
to-day a basic element in the oligopolist’s own plans. 

If in a medieval town thr(*e glass makers were supplying the 
market and had come to no agreements with one another, then 
oligopoly existed. Or if to-day in Germany two firms produce 
and sell certain machines, then also there is oligopoly. It is the 
same condition if in Germany only a few firms produce 
brushes, or when before the formation of the aluminium-shec^t 
cartel only a few well-known firms sold aluminium-sheet pro¬ 
ducts, or if a few big concerns independently supply the world 
with petrol. If a limited number of paper factories buy special 
paper-making machinery, then it is a case of oligopsony. 
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Whether it is a case of oligopoly, competition, monopoly, or 
partial monopoly can be ascertained by the methods of obser¬ 
vation we have described. 

The border-line for competition, as has already been shown, 
is not to be drawn by fixing a number of suppliers or de- 
manders. This is impossible. But whether a supplier or 
demander is in competition or oligopoly can be ascertained in 
any concrete case from what each one in the market takes as 
given in his economic plan. If from previous experience he 
counts on particular reactions from his competitors and from 
the oth(T side of the market, then his economic plan is that of 
an oligopolist. 

The frontier between oligopoly and monopoly is to be drawn 
as follows: three factories making agricultural machinery sell 
harvesting machines, each of different pattern but serving the 
same purpose, the production of which each factory has pro¬ 
tected by patents. It would be a false description of this case, in 
view of the differejiees of the products, to say that each firm 
had a monopoly of its own harvesting machines. The element 
of competition phays an important part in this case. The three 
machinery factories consider in their economic plan not only 
the reactions of tlui purchasers but also the policy of their two 
competitors. This, then, is a case of oligopoly although the 
goods are not homogeneous. The characteristic of homogeneity 
is useless in this case. Here is another example: if case (8) {a) of 
the beer and wine supply w^as varied in that in one part of the 
country the wine was also sold by only one supplier, then the 
case might be either one of monopoly or oligopoly. It is 
oligopoly if the seller of wine, like the seller of beer, takes into 
account in his plans and strategy the reactions of the other. If 
the customers for wine and beer are so separated that either of 
the suppliers takes no account in his plans and actions of the 
other, then he is acting monopolistically. Here, too, it may be 
the case that the supplier, because of a mistaken judgment of 
the actual position, acts monopolistically, and is Ibrced by a 
falling off of custom to act otherwise in the future, that is, as 
an oligopolist. 

The case of oligopoly is nearest to that of partial monopoly. 
With partial monopoly one large seller or buyer dominates, 
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while along with him are working smaller firms, who simply 
follow the prices set by the large one, without adopting any 
market strategy of their own. The difference between the small 
firm and the oligopolist is easily perceived. The oligopolist 
takes account of the reactions to his policies of the other side 
of the market and of his competitors. On the other hand, the 
small supplier working in the shadow of a partial monopolist 
takes no account of these. There is the following distinction 
between the partial monopolist and the oligopolist: the partial 
monopolist knows that the small firms simply follow his prices. 
For example, the branch of a big chain of grocers may set the 
prices for certain foodstuffs in a certain town, and the small 
grocers simply adopt these prices. If, on the other hand, the 
chain store has to take into account a co-operative store with 
its own market strategy, then, like the co-operative store, it is 
an oligopolist. 

This particular example leads on to another form of supply 
and demand. A medium-sized town has two big retail grocers 
and a few dozen small grocers. In fixing the prices for par¬ 
ticular vegetables, the small shops follow the lead of the two 
large ones. Here is a case of “partial oligopoly’'. The two large 
shops pursu(j a partially oligopolistic markcit strat(‘gy, in that 
they not only take into account one another’s r(?actions and 
those of their customers, but also of the prospective reactions 
of all the small shops. 

(5) Five potash works form a cartel and fix a minimum 
price for potash in a certain area. Each now counts on three 
economic factors instead of on two, as under oligopoly. These 
are the fixed cartel price, the behaviour of the four other works, 
whose investment policies will be closely watched, and the 
reactions of the customers, who, in spite of the price agree¬ 
ment, they will try to bind to them by good service, favour¬ 
able conditions of payment, and perhaps even bonuses. If 
the price cartel develops into a syndicate with fixed quotas, 
the potash being sold through the selling organisation of the 
syndicate, then the connection between the particular works 
and its customers is broken. The behaviour of the customers 
now plays a part only in the plans and actions of the directors 
of the syndicate, and no longer in those of the individual works. 
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The individual works now counts, first, on the syndicate price, 
secondly, on its quota, and, thirdly, on the behaviour of the 
other four works. Above all, it must keep abreast of the build¬ 
ing policy of the others and answer with its own building pro¬ 
gramme, if it is to prevent a cut in its quota the next time this 
is fixed. 

This is a case of the “collective monopoly” type. Historical 
investigation shows it to be very common in certain guilds and 
trader’s associations in the later periods of Roman history, in 
the Middle Ages, and in employers’ associations, cartels, and 
trade unions in modern times. A number of individual 
economic units make an agreement and come to the market 
as a monopolist. The analysis of this form has been very much 
neglected by economic theory and must start from the 
economic plans of the individual units taking part and from 
the plan of the directors of the collective monopoly. Out of the 
difficulty of harmonising the numerous plans of the individual 
units, each possessing their different interest, arise those inner 
conflicts with which most collective monopolies have to 
deal. 

(6) It is now possible to return to the fixing of prices by 
public regulation. Under (2) (c) we mentioned that in this case 
supplier and demander were not in a position to influence the 
price by their economic action, and that the pri(;c was therefore 
a datum in the plan of the individual economic unit. 

One might be inclined to classify the official fixing of prices 
as being near to competition. That would only be correct under 
certain circumstances, that is, when the official regulation took 
place in a market in which perfect competition on both sides 
had existed previously and followed the previously existing 
price. If the price of 3 RM. per 2 cwts. for potatoes was pre¬ 
viously a datum for the peasant, since he was selling in a large 
market and took no account of the reactions following from 
his conduct, then it makes no fundamental difference if the 
state now fixes the price at 8 RM. per 2 cwts. But the fixing of 
prices by government does not usually follow on competition, 
but on monopoly, partial monopoly, or oligopoly, and in that 
event it has a different effect in that it extends and alters the 
data of the individu^il economic unit. The producer of steel 
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previously selling under oligopoly, now adjusts his plans to the 
official price as well as to the actions oi* his few competitors 
and of his customers. 

(7) Let us summarise the argument. The analysis of actual 
economic units in the past and in the present, and of the way 
they shape their plans, leads to the conclusion that particular 
forms occur in the real world and must be distinguished in 
accordance with what is taken as data in the different economic 
plans. These forms are monopoly, partial monopoly, competi¬ 
tion, oligopoly, partial oligopoly, and collective monopoly. By 
defining the given forms of supply and demand in accordance 
with the economic plan of the individual participant in the 
markety we shall now have an easily applicable criterion for 
classification in all actual cases. Governmental price-fixing 
occupies a special position, for it can take place with different 
forms of supply and demand in existence and will accordingly 
have very diflerent significance. It is important in dealing with 
this case, as wc shall show, to remember that elements from 
the centrally directed economic system are often at work 
when prices are fixed by the state. 

It is the procedure that is decisive for arriving at these h)rms. 
They must be worked out “from below”, that is, out of actual 
conditions, not at some professorial writing table, but on tlu^ 
farm, in the factory, and the household, and in respect of the 
past from the detailed information about particular individual 
economic units. 

The old customary procedure must be amended. It ap¬ 
proaches the subject by making formal assumptions about it 
“from above”, as when the criterion of the homogeneity of 
goods is adopted, or it is postulated that “the economic 
individuals on the same side of the market do not essentially 
differ in wealth or size” (Stackclberg), that is, that individuals 
arc homogeneous in respect of size and that there is no dif¬ 
ference between large and small participants in the market. 
By using this approach one arrives at three forms of supply 
and demand: competition, oligopoly, and monopoly. The 
other forms become mixtures of these three basic forms 
and they must be treated accordingly by economic theory. 
Partial monopoly is treated as a mixture of monopoly and 
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competition, or partial oligopoly as a mixture of oligopoly 
and competition. Many other mixtures are also con¬ 
ceivable. 

To start from units homogeneous in size is to fail to do 
justice to real economic conditions. First of all, this postulate is 
never actually true, so that “competition’’ or “oligopoly” 
in these theories are simply intellectual constructions, having 
scjarcely any contact with regality, and the theoretical pro¬ 
positions arrived at on such a basis have almost no application. 
Secondly, this is a highly questionable way of treating the 
mixed lorrns, which are j)articularly important because they 
constitute almost the whole of the real economic world. Let us 
consider, for example, partial monopoly and partial oligopoly. 
Neither can be looked upon as a mixture of monopoly and 
competition. Rather are they independent pure types of their 
own. A big chemical factory takes up the position of a partial 
monopolist for a particular drug with many small suppliers 
working in its shadow. The big factory is not in the position of 
a monopolist, nor are the small firms engaged in competition. 
Either the large firm, unlike the monopolist, takes account in 
his plans and actions of the many small firms, or he does not. 
The deliveries of the small firms make the supply conditions 
dilTerent from the ease of monopoly, and the facts will caus(i 
the partial monopolist to consider whether or not to take 
account of the small firms in his next plan. The small firms 
follow the monopolist and his prices, and not the prices on an 
anonymous market as in the case of competition. (Compare 
case (2) (a) with that of (2) (d).) Partial monopoly is economically 
a basic form of demand and supply complete in itself^ and not 
further subdivisible. This can best be seen if the behaviour of 
actual firms in this situation is compared with firms which 
dominate a market as monopolists, or are participants in com¬ 
petition. It is similar with partial oligopoly. If a few big stove 
factories supply a market side by side with a number of small 
ones, which adopt the larger firms’ price lists, then these many 
small firms will usually be an important factor in the market 
strategy of the large ones. The small firms also behave dif¬ 
ferently in the case of competition, simply because they are not 
following an anonymous market but particular oligopolists. 
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Partial oligopoly plays a considerable role in contemporary 
industry. 

It is the multiformity of conditions that compels the con¬ 
struction of these forms. Analysis by means of abstracting the 
significant characteristics from actual conditions must decide 
the nature and forms of supply and demand, not deduction 
from a priori postulates. Only by close study of the facts can 
we deal with this multiformity, and by penetrating to the 
essential point, the economic plan and its data. In this way we 
can work out types. There are many typical forms in reality, 
but not so many as can be constructed theoretically. 

After an exhaustive study of the facts, I am unable to find 
any more forms than those given here. 

3. "^Closed"' Forms of Supply and Demand 

(1) The '•‘closed” forms of supply and demand differ from 
the “open” in a single but very important respeet: that is, the 
“closure” of supply and demand may be due to govern¬ 
mental prohibition or to tlie customs and oj)inions of the 
people. The closure can arise out of the general economic 
policy of the state or of a class or city, or it may be due to 
existing suppliers and demanders having a special interest to 
obstruct newcomers, or both these may work together. 

Of course, there are border-line cases, which are not easily 
defined as “open” or “closed”. It might be asked, for 
example, w'hether the attempts of cartels to obstruct access to 
a market by measures of economic warfare, constitute the 
closure of supply. Did the German cement cartel in the first 
decade of this century, when it used very drastic weapons to 
stop new firms, “close” the supply of cement? The answer is 
no. Access to the cement market was made very difficult, but 
could always be, and was in fact often, forced by a powerful 
firm with capital. Only the veto by the state on the con¬ 
struction of cement works closed the supply and made the 
entry of further suppliers impossible. If the German craftsmen 
in 1938 had to go through a particular process of training, pass 
a difficult examination, and fulfil certain personal require¬ 
ments to be admitted to a firm, was this a case of “open” 
supply? Usually the answer will be no. In answering such 
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questions the administrative practices will always have to be 
closely studied. The same applies to the tests of public need 
prescribed before the opening of hotels, banks, or insurance 
companies. It also depends on administrative practice whether 
the various regulations as to entrance fees to guilds and as to 
training, origin, and immigration in medieval cities, constitute 
a closure of wholesale or retail trade or crafts. Then there is 
the question whether patents close supply. They do not, if they 
cover only a small section of the productive process, as is often 
the case. But when it is a case of a patent without which pro¬ 
duction is impossible, then supply is closed for the duration 
of the patent. The numerous patents for electric lamps of 
the Osram Company closed the supply until the patents 
expired. 

Boundaries between states, as a well-knowm formula puts it, 
arc not there in order to draw a frontier line between villages 
but between empires. The importance of such border-line cases 
of “open” and “closed” forms of supply and demand should 
not be overestimated. 

(2) What we have here is two domains. That of “closed” 
forms is mueh larger historically than that of the “open”, as 
our historical sketch showed. Under the heading of “closed” 
supply or demand come cases of monopoly, competition, 
partial monopoly, oligopoly, partial oligopoly, and govern¬ 
mental price-fixing. These forms of market have a different 
significance when they are “ closed ” from what they havx when 
they are “open”, and it is for this reason that this division of 
the two groups is necessary. For example, wheat production 
in a country may be closed by distributing certain limited 
wheat-growing areas among thousands of individual farmers, 
who need not come to any agreement among themselves. The 
price for wheat which is then formed anonymously on the 
market, is a planning datum for the individual farmer, but he 
takes no account of the reactions to his sales. Competition, 
therefore, reigns, but it differs from “ open ” competition. If the 
price rises, the individual farmer cannot alter his plan and ex¬ 
pand the area of his land under wheat. He can only intensify his 
cultivation of the area allotted to him. This is a fact which 
subsequently affects the further course of prices, the supplies 
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received by the population, and the incomes of farmers. Such 
cases, and similar ones, are of frequent occurrence. Another 
example would be the letting of accommodation in a city 
where the authorities do not allow new building, or when 
investment for retail businesses in a particular country is for¬ 
bidden. In these cases there will be competition because the 
plans of the individual economic units take prices as given, 
but it will be closed (•ompetition, because, as well as the price, 
the building or investment vetoes, or the limitations on areas 
to be planted, arc also taken as given. 

The towns of the Middle Ages afibrd numerous examples of 
“closed” forms of demand and supply. The following is an 
instance. A craft was closed by restricting its practice to par¬ 
ticular families and by limiting the number of journeymen and 
apprentices. The city authorities expressly forbade collective 
monopolies, which obviously could easily have been formed 
owing to the closure of supply, but they relrained from fixing 
prices. If the number of craftsmen admitted was small, say 
only thr(‘e or four, then the following situation arose: the 
individual bronze-worker or harness-maker took into account 
the behaviour of his customers and competitors and so was an 
oligopolist. Rut it was a (tlosed oligopoly, for he took it as given 
that the number of suppliers was limited and that he could 
rely on no new competitors appearing. 

C'losed monopoly also differs from the open form in that its 
position is far stronger. The law relating to the postal mono¬ 
poly in many modern states forbids any postal services by the 
local authorities or by private individuals, and so closes the 
market in favour of a monopoly. The postal administration 
counts on this in formulating its economic plans. Its position 
is diflerent from, and much stronger than, that of a big elec¬ 
tricity works which is the sole seller of electricity in a certain 
area, but whose market is open and whose monopoly power 
can be broken if individual plants using electricity build their 
own power stations. Experience has shown that the mere fact 
that this possibility exists compels monopolies to adopt a 
different policy. They are always confronted with the pos¬ 
sibility of a number of customers making themselves indepen¬ 
dent by producing their own electricity. Under open monopoly 
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a potential competitor has to be considered, but not in the 
closed form. To take a furtlier example: the lord of a manor in 
eastern Germany in the eighteenth century had a closed 
monopoly on the demand side (or monopsony) for the labour 
of hereditary and tied serfs and peasants, in the form of com¬ 
pulsory feudal services and manual and menial labour, since 
the peasants were not permitted to move or to seek employ¬ 
ment elsewhere. The lord of the manor was a monopsonist 
with a closed demand, and commanded a much more extensive 
economic power than had the industrialist of the nineteenth 
century, operating in some isolated region whose population 
may have been dependent on him, yet they had the possibility 
of escaping by emigrating elsewhere. One could also follow 
out the monopoly policy of a flour mill, which in mercantilist 
times had the privilege of the exclusive right of milling 
in a certain territory and alone was able to supply milling 
services. After the removal of this privilege in the nineteenth 
(rentury this mill w^as still for a time a monopolist, but in 
an “'open” market. It had immediately to alter its price 
policy, the quantity it put on the market, and its other actions, 
because? it had to reckon with competition, or the possibility of 
competition. Finally, the closing of the? market also allccts the 
character of collective monopolies. The cement syndicate, for 
example, whose individual members—before the closure—had 
reacted strongly to each other’s actions, in particular in the 
struggle over quotas and in respect of investment policy, once 
supply had been closed by a state prohibition on investment, 
were no longer obliged, when framing their economic plans, to 
attach the same importance to the acts of their fellow 
members. 

(;i) Theoretical analysis of closed supply and closed demand 
has to consider the different methods of closure which history 
has to show. First, a distinction must be drawn between 
whether one single economic unit or a wdiolc circle is permitted 
to buy or sell. Further, it is important wdiethcr the closure is in 
respect only of the number of suppliers, being those admitted 
free to employ as much land, labour, and capital as they 
think fit. A further point arises as to whether supply is 
restricted by limiting the area which each producer may 



156 The Foundations oj Economics 

cultivate, or the number of workers each may employ, or by a 
ban on investment, or by a combined limitation on land, 
labour, and investment together. 

The method of closure obviously alters the data in the 
economic plan of the individual economic unit and, therefore, 
the whole economic process. 

4. So7}ie Conclusions about the Forms of Market 

A market is a meeting of supply and demand, and so it 
is from diflereut forms of supply and demand that the 
different forms of market are to be worked out. Markets 
are alw^ays combinations of different forms of supply and 
demand. 

Having five forms of supply, nanu^y, comix^tition, partial 
oligopoly, oligopoly, partial monopoly, and monopoly, and 
five forms of demand, there are twenty-live forms of market. 
If we take into account whether either side of the market is 
closed or open, this number will be multiplied by four. Of 
course, it would be more convenient for the economist if he 
only had to take account of one form of exchange economy 
either competitiv e or monopolistic. But in economic life, both 
past and present, the different forms of an exchange economy 
are blended together in great variety. Because the economic 
process takes a different course in accordance with the form of 
the market, owing to the differing power of the supplier or 
demander, this multiformity must not be neglected. It would 
also be more convenient in chemistry to have to study, not 
ninety-six elements, but, as of old, only four. No one 
reproaches the chemist for paying attention to all existing 
elements, and the same should hold for the economist. Anyone 
complaining of the “pluralism” of the forms of the market, 
and of this whole classification of forms, including the centrally 
directed economy and its two forms, is misunderstanding the 
problem. The real economic world shows an unlimited multi¬ 
formity of economic systems each of which has its individual 
characteristics, and is of a highly complex construction. 
How can this multiformity be grasped and understood? The 
answer to this difficult problem lies in discovering the 
elemental forms out of which actual economic systems present 
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and past are composed. By doing this, economics can discover 
regularity or uniformity, where only differences and multi¬ 
formity seem to exist. By working out a morphological system 
the problem is immensely simplified. The economist does not 
create this multiformity; quite the reverse. He tries to reduce 
an unlimited number of actual systems to a limited number 
of simple forms. It becomes possible in this way to apply 
theoretical analysis in spite of the multiformity of history. 
What emerges from this analysis is that if the economic 
process is studied as it takes place in some dozen well-chosen 
forms of market, then the other cases offer no further 
difficulties. 

The forms of market arc most succinctly portrayed in a 
table, and one basc^d on our analysis is given on p. 158. 

It is to be noted here that: 

(1) These forms of market are actual forms which have 
been or are to be found in actual economic life (often blended 
with one another, and existing alongside the forms of a cen¬ 
trally directed economy). They are not given a priori. They 
are discovered with their distinguishing characteristics by 
studying the planning data of those taking part in the market 
(v. p. 136, Part III, Chap. II, a,2). 

(2) Under each particular form of market a man can act 
according to different principles, for example, that of maxi¬ 
mum net receipts or that of optimum output. We shall discuss 
this subject further particularly in Chapter V. 

(3) Each of these forms of market can appear in four types: 
bdth open, both closed, or closed on either side only. 

(4) Fixing of prices by the state occupies a special position, 
since it can follow any form of market and has different effects 
accordingly (r. p. 149). For example, the significance of coal 
prices being fixed by the state varies according to whether 
perfectly competitive, oligopolistic, or monopolistic supply, 
or some other form of market, exists, or whether both sides 
of the market are open, or whether the supply side is closed 
by an investment veto. Governmental price-fixing is to be 
treated as a variant of the different market forms and not 
as a special market form of its own.^ 
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B. THE MAIN FORMS OF MONETARY ECONOMY 
AND THE TYPES OF MONETARY SYSTEM 

Introduction 

Our analysis of a large number of actual individual (iconornic 
units has revealed similarities and differences among the 
numerous dilferent forms of exchange economy. Common to 
them all was the fact that in the exchange economy, as soon 
as it attains any size, there must always be a scale of reckoning 
or unit of account. What differed was the way in which the 
individual economic units were linked together. The many 
forms this took varied in two ways. First, in the form of the 
market in which supply and demand came together, and 
secondly, in the means of exchange which the individual 
economic units used to facilitate their transactions. 

History shows that such generally recognised means ol* 
exchange have often been lacking, for example, in the pure 
typ(* of barter economy. But expericnice suggests that many 
economists find dilliculty in imagining a pure type of barter 
economy. A highly developed exchange economy without a 
general means of exchange has recently been held to be 
“not only practically impossible b\it totally inconceivable” 
(W. Lautcnbach), but highly developed barter economies have 
in fact existed, for example, in the Mediterranean area in the 
ancient world, and in America before Columbus. How could the 
difficulties in conceiving this type of economy have arisen? 
There is obviously a misunderstanding which it is important 
to remove. Presumably what was envisaged was an exchange 
economy in which no single scale of reckoning existed. Were 
that so, then certainly exchange could not develop very far. 
Yet this is irrelevant, for even in the barter economy there 
may still be a scale of reckoning, which may be cattle or a unit 
of some standard good, without there being a generally recog¬ 
nised means of exchange—that is, money. 

In the pure type of barter economy we have to conceive of 
a community in which, without the use of a generally recog¬ 
nised means of exchange, all firms and households exchange 
goods or services against other goods or services, and where 
each individual economic unit makes use of a scale of reckoning. 
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It is the simplest system of social economy without central 
direction. In it all forms of market—from perfect competition 
to bilateral monopoly—can occur. 

In such an exchange economy, there arc “ exchange values ”, 
and all individual economic units are guided by these exchange 
values. The exchange value of a good is a definite quantity 
because and only because a scale of reckoning is being used. If 
wool were being exchanged against flax, tin, bread, labour, and 
other goods, without the use of a scale of reckoning, it would 
exchange at as many different rates as there were goods. If 
copper becomes the scale of reckoning and a unit of copper the 
unit of account, then all the exchange relations will be described 
in terms of copper and therefore become comparable. The con¬ 
cept of an exchange economy in this way gets a clear definition. 

Some economists call exchange values reckoned in some 
ideal unit of account “prices”. Cassel, for example, says that 
the sum “ at which a good is valued in terms of such an abstract 
unit of account is a price and the whole scale of reckoning a 
scale of prices”. If, for example, 1 cwt. of wool exchanges for 
8 cwts. of copper and 1 cwt, of flax for 2 cwts, of copper, then 
1 cwt. of wool would be bartered for 4 cwts. of flax, and 
Cassel would talk of the “prices” of wool and flax in terms of 
copper. This terminology is (entirely permissible, but its 
adoption may help to conceal that characteristic of the barter 
economy which is particularly relevant, that is, that goods and 
services are exchanged directly without the use of money. The 
far-reaching effects which money exercises on the course of 
economic events do not occur in a barter economy, and this 
must constantly be borne in mind. Therefore, it is better for 
economists to speak of “ exchange values ” in a barter economy, 
and of “prices” only in a monetary system.^s 

1. The Two Main Forms of Monetary Economy 

(1) The pure type of monetary economy is, as we have said, 
an exchange economy in which the firms and households use 
money for every sale and purchase. Money is the generally 
recognised means of exchange. All individual economic units 
when “supplying” demand, and when “demanding” supply, 
money, and for that purpose hold a cash balance. 
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History shows that the monetary unit is often used as the 
unit of account— often^ but by no means always. 

During the Middle Ages there was in cireulation a great and 
frequently changing variety of money. The large traders were 
unable to use as a unit of account kinds of money which were 
constantly fluctuating in value. They needed a firm and 
uniform scale of reckoning for conducting their economic 
calculations, when granting and accepting credits, and fixing 
prices for purchases and sales: for example, such were the 
gold solidus^ and later after the second half of the thirteenth 
century, the Venetian ducat or the J’lorentine florin and other 
units. The unit of account was often hardly used or not used 
at all. The merchants of Reval at the beginning of the six¬ 
teenth century introduced the Riga mark and fixed all con¬ 
tracts of sale and purchase in Riga marks, yet these were 
very seldom used in wholesale trade. There were many silver 
and gold coins, dollars, Liibeck marks, Rhenish, Lubeck, and 
Hungarian guilders, and others, apart from various promissory 
notes which were also used as money. The long-distance 
trade of Europe at the height of, and in the later part of, the 
Middle Ages, when it was of prime importance in the whole 
economic system of the time, could never have existed had 
not the money been kept distinct from the unit of account. 
The only sorts of money used as means of exchange had—and 
still have in such cases—a fluctuating exchange rate in relation 
to the unit of account. 

Many economists speak of money being both a means of 
exchange and a measure of value. This definition will not take 
one very far. If one studies the numerous ancient hoards of 
money discovered in Greece and Western Asia, one finds often 
such a medley of coins of diflerent origin in one cash-box that 
economic calculation could not possibly be carried out in 
terms of all these different sorts of money. In the cash-box of 
a long-distance trader of Taranto of the fifth century b.c. 
money was found from seven different Greek mints, as well as 
other coins. Most probably one kind of money was also the 
measure of value and the others not, but surely they were 
money too? In Hellenic times, too, there existed in the econo¬ 
mically highly developed area of the eastern Mediterranean 

6 
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such a chaos of dilTerent varieties of money that money 
and unit of account could not have been identical. Only 
with the advance of Roman supremacy did the Roman 
gold aureus become not only the predominant form of money, 
as discoveries show, but also the generally adopted unit of 
account. This state of affairs came to an end in the third 
century a.d. with the constant debasing of the coinage which 
led to a separation of the unit of account from the means of 
exchange. As is well known, there have been various cases 
even in modern times in which money was not simultaneously 
the unit of account, for example, the English guinea or the 
Austrian guilder. In Germany in 1923 the mark in the form of 
paper notes and bank accounts was used as the means of 
exchange, but the unit of account was 2 cwts. of rye, a gram of 
gold, or a Swiss franc. Which w'as then ‘‘money”? Anyone 
who holds that money is both means of exchange and measure 
of value is forced to the strange answer that in so far as the 
mark was not still the unit of account no money at all existed, 
since the mark had lost its function as a measure of value, and 
the 2 cwts. of rye and so on were not the means of (exchange. 

It is also mistaken to hold that mone^y is in the first place a 
means of exchange, though it may also perform the functions 
of a measure of value or unit of account. History shows that in 
various cultural regions and for many centuries the separa¬ 
tion of the two functions was usual, and that separation and 
union are about equally common historically, or even that 
separation predominates. It is equally incorrect to look upon 
the separation simply as a phenomenon of the past, as is 
sometimes done. Two pure basic forms of monetary economy 
are to be distinguished, one in which money is used also as the 
u nit of account, and the second in which money and the unit of 
account are separate. 

(2) Though these two basic forms of monetary economy 
have occurred in history with almost equal frequency, there 
are other reasons why it is important that their significant 
features should be extracted and emphasised, and a distinction 
drawn between the two forms themselves. In the first place, 
the planning and actual course of the economic process is quite 
different in the two cases. For example, if the Germans in 1918 
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had not been accustomed to express the prices of goods and 
services in marks—that is, in the monetary unit—but had 
used a gram of gold or units of a foreign currency as unit of 
account, then all long- and short-term credits and debts 
would not have been in terms of marks. The inflation would 
have had completely different effects; prices and wages would 
not have risen to nearly the same extent; but the mark would 
very rapidly have fallen in terms of the unit of account. The 
balance sheets of firms would have looked completely different. 
There would have been no rise in the value of assets with the 
debit side remaining constant. The plans, actions, and invest¬ 
ment policy of entrepreneurs would have been different, as 
would the whole course of events in those years. 

Monetary theory usually starts from the assumption that 
debts and credits are reckoned in money, and also cost and 
profit and loss calculations, and that money is generally at the 
same time the unit of account. From what we have said, it is 
clear that a theory founded only on this one basic form of 
monetary economy is not entirely adequate. It fails to explain 
the relationships between certain everyday economic con¬ 
ditions. For instance, the peculiar and persistent disappearance 
of gold and silver from the late Roman Empire, which some 
historians hold to be of such great historical importance, but 
which in its origin has not been fully clarified, cannot be 
explained without a suitable system of monetary theory. The 
same applies to the extensive international trade of the 
Middle Ages and the direction, composition, and magnitude of 
the streams of goods which linked together Europe, Asia 
Minor, and North Africa. Everywhere where money was not 
the unit of account a monetary theory starting from our 
second main form has to be applied. 

2. The Types of Monetary System 

(1) In these two pure basic forms of monetary economy wx 
have only dealt with one aspect of the variety of actual 
monetary phenomena, that of whether or not money is also the 
unit of account. 

The question now arises whether and how the immense 
range of varieties of money to be found in the past and 
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to-day can be reduced to uniform types, and in that way be 
made accessible to theoretical analysis. Helfferich distinguishes 
between '‘tied” and “free” currencies, and this distinction 
has been accepted by many economists. According to this 
classification, the gold currencies as they existed in most 
advanced countries before 1914 were “tied” currencies, be¬ 
cause the money was tied to a metal by free mintage and a 
fixed relation existed between a unit of gold and a unit of 
money. On the other hand, all currencies lacking such a con¬ 
nection, in which the quantity of money was freely regulated, 
as in Austria between 1879 and 1892, or in India after 1893, 
and all paper currencies, were “free” currencies. This twofold 
classification has done good service and is adequate for the 
study of some periods, but it does not suffice to explain the 
difficult problems of recent times, or even of certain older 
periods or cultures. 

We must put the question again: Which pure forms occur 
historically in actual monetary organisation? An attempt 
must be made to w'ork out a morphology of actual monetary 
systems and thereby to find a basis for theoretical analysis. 

(2) Here again we must avoid relying on comprehensive 
but nebulous and unrealistic generalisations, instead of stick¬ 
ing to actual economic conditions. The questions asked must 
penetrate into the problems of actual economic units. If we 
consider a particular contemporary household, or firm of 
craftsmen, or a peasant’s farm, and look at the composition of 
the cash balance held on a particular day, we shall find there 
coins of diflerent kinds, paper money, and statements of 
bank accounts usable by cheque. Or we might study the cash- 
box of a long-distance trader of Bremen in the eighteenth 
century, or of the monastery of Bobbio in the ninth century, 
or the many ancient hoards of money in Attica or Corinth. Let 
us forget all we know about currencies and monetary systems 
and simply look at the money, including what we have in our 
pocket. The first question is: how has this actual money come 
into existence? 

This extremely simple question has nothing to do with that 
of the origin of money, which plays such a great part in the 
literature of the subject. It has nothing to do with the question 
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as to where and how money came to be used thousands of years 
ago, whether the origin was religious or not, where, when, and 
in what forms, coins were first stamped, how men came to dis¬ 
cover and introduce money, and the diflerent kinds of money. 
All these questions arc extremely important, but not for us 
w'ho have to study everyday economic life. For the same 
reason we are also not interested in the question which 
Knapp asked, and prematurely answered affirmatively, as to 
whether or not money is a creation of the state. We shall con¬ 
sider money as it exists or existed in the cash-boxes of the 
individual economic unit, and thereby as part of the planning 
data of that individual economic unit. We have to ask how 
this actual money came into existence, for example, my 10- 
mark gold piece of 1910, the pfennigs and Reichbank notes, 
and the balance usable daily with a private bank. Moreo^'er, 
the question has to be asked for t‘ach piece of money in¬ 
dividually. 

(0) If we put the question in this way and analyse the sig¬ 
nificant characteristics of a single case, we shall come to the 
conclusion that certain monetary systems occur again and 
again, differing from one another in that money comes into 
existence and disappears in different ways. In actual fact, 
most monetary or currency systems are mixed or combined 
systems, seldom pure types, but the latter may be abstracted 
orui by one for analysis. 

In fact, the following types of monetary system can be 
found: 

(a) Money often originates with some commodity being used as 
money. This is of what the first pure type of monetary system, 
or model of one, consists. 

In former times, for example in the ancient East between 
2000 and 1000 n.c., corn, dates, copper, lead, mussels, and 
many other commodities were used both as goods and as means 
of exchange. Corn was used for some transactions as money 
and then again as a good, as were cigarettes in Germany in 
1947. Clearly the commodity had to be reduced to a form more 
suitable for its use as a means of exchange. Metals were shaped 
as rings or discs or mussels were fixed together in a special way. 
Most important was the discovery of coinage by the Lydians. 
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From such a monetary system money may disappear to be 
used as goods again, for example, gold or silver as jewellery, 
copper and lead for tools, cigarettes to be smoked. 

It is important to note that this sort of money was produced 
in widely differing forms of market. Often the creation of 
money was a supply monopoly. A Greek city state had a 
monopoly of making and issuing coins, the Roman state 
after Ciesar set the gold aureus in circulation, and the Ryzan- 
tine emperor the gold solidus. The monopolist, in such cases, 
does not always proceed in the same way. Either, when trans¬ 
forming a commodity into money, he is out for the maximum 
possible net profit for himself, or he may aim at the optimum 
supply for the market {v. Part III, Chap. Section II). An 
“ open ” oligopolistic supply is often found. At the height of the 
Middle Ages, for example, lords of the manor and towns com¬ 
peted as oligopolists with their coins in local trad(i, as did 
Liibeck and Cologne with their coins in north Germany. 

Finally, there was often perfect competition in transforming 
a commodity into money, for this is what the right of free 
coinage must be called. This existed not only in more recent 
times but earlier too, as in the Frankish empire of the sixth 
century in which privileged master coiners sometimes carried 
on travelling businesses, coining for a fee all the gold and silver 
which came their way. li* each individual economic unit can 
always changii as much gold or silver into money as it wishes, 
there is competition in the production of money. How much 
money circulates is not decided by one authority or one mono¬ 
polist who watches the market and acts accordingly. The 
quantity of money in circulation depends on how far those 
responsible for individual economic decisions think it profit¬ 
able to change metal into coins or commodities into money. 
There is no market strategy. The provision of the market with 
money depends on the economic plans of a large number of 
individual units with their individual plans, who create money 
when it seems to them profitable, exactly as witli the pro¬ 
duction of goods under competitive conditions. Free right of 
mintage amounts economically to competition in the pro¬ 
duction of money under our first type of monetary system. 
The abolition of the free right of mintage means, in this 
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terminology, a change in market forms and the substitution 
of a supply monopoly for the previously existing perfect 
competition. 

Other forms of market may perhaps have existed for the 
production of money in this kind of monetary system, but I 
am unable to find one. Any form of market is possible. Here 
and in general, it is necessary to think in terms of market 
forms when studying monetary phenomena, in order to dis¬ 
tinguish the economic conditions, and not to get caught up in 
legal categories. 

(b) Money nuiy come into existence as a return for the pro- 
vision of a good or service', it is absorbed again by the sale of 
goods on the part of the authority producing the money. This 
is the second kind of monetary system. 

Money created in this way existed in very early times, for 
example, in the Babylonia of two or three thousand years b.c. 
Tlie ollicials of the Temple or of the King’s Palace delivered 
wheat to a private trader on credit, received a promissory 
note, and used it for making payments. The note was made 
out to the bearer, circulated as money, and when it fell due 
could then be presented by the then creditor to the debtor for 
payment. Again, many centuries later in the fifteenth century, 
the English w^ool trader would deliver wool to a Flemish manu¬ 
facturer and received a promissory note for it. This note cir¬ 
culated as money among wholesalers and counted as money in 
traders’ cash-boxes. (Its circulation was restricted to the 
economically important. If money is to be defined generally 
recognised means of exchange, then only such means of 
exchange as circulate among all sections of the community 
ought to be included. Many kinds of money are limited in their 
circulation to a certain number of economic individuals. The 
present bank money of the Central Bank or of the private 
banks is not used by, and is scarcely known by, the workers in 
Germany, though it is the chief form of money for wholesale 
trade.) 

Bank notes or bank money have often come into existence 
as a form of return payment for the supply of a good. The bank 
money of the famous Hamburg Girobank was created in this 
way after 1770. It bought unstamped silver and gave in return 
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to the seller a promissory note which was then used for trans¬ 
ferring to other accounts. To-day, when central banks buy 
gold and pay by cheque into a bank account, the same thing is 
happening, money is being created out of the purchase* of a 
good, and is removed again if the central bank sells gold. 

The state or other public authorities have very often used 
this method of creating money, but mostly not in the way of 
the King of Babylon, who was usually a creditor and who only 
handed on promissory notes made out by others. More fre¬ 
quently it is the state which is the debtor and the real creator 
of money. Medieval city governments often paid for their sup¬ 
plies with promissory notes that were used as money, as has 
been described in detail in the case of Como. Also, when the 
state is not paying for goods and services with newly created 
money, but is receiving money, it may become the creator of 
money. To overcome their financial dilliculties, Edward III of 
England and Charles V (and many states and cities before and 
since), borrowed money from large firms and gave promissory 
notes in return which circulated as money. The state or 
monarch very quickly put the money it had received back into 
circulation so that additional money was created. Both the 
previously existing money and the new promissory notes were 
in circulation. 

The technical form of the money that comes into existence 
in this way as a return for the provision of a good or service 
may differ greatly. Often it takes the legal form of a bill which 
circulates or of some other acknowledgment of debt on the 
part of private individuals or of the state, the paying off of 
which is promised by a particular date. Often the obligation to 
redeem is not transferred, and then the bearer has no legal 
claim against the recipient of the goods or services. States 
especially have often created money in this form when paying 
for supplies of goods, or for the services of officials and 
soldiers, with paper money and small token coins. 

Also, under this second monetary system different forms of 
market are possible and actually occur. Often there is a supply 
monopoly, as when the state gives in payment treasury bills 
which circulate as money, or when it pays out paper money. 
It often happens, too, that a number of private individuals put 
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this kind of money into circulation either in competition or 
oligopolistically, as did the wholesale traders of the later 
Middle Ages. 

{c) Our third monetary system is one under which the grander 
of credit creates money, again in varying forms of market. 

In most countries to-day bank notes are created by the 
central bank of issue, that is, by a closed monopoly. In so far 
as the money is not issued as a retinn for gold or silver, it is by 
the bank of issue buying state bonds, discounting bills, or 
lending against collateral. Similarly notes are daily disappear¬ 
ing from circulation by credit operations in the opposite 
direction, by the payment of bills and repayment of loans to 
the central bank or by its selling bonds. Notes and bank money 
daily come into existence as a result of credits being granted 
and disappear again as a result of their repayment. The rela¬ 
tion between these two processes determines how much of the 
notes and bank money of the central bank are at any moment 
at the disposal of the firms and households of the country in 
question. As is well known, in the nineteenth century in most 
countries the conditions of production of bank notes were com¬ 
petitive or oligopolistic. Banks were free to circulate their 
notes and many did so. The famous debate between the sup¬ 
porters of freedom of note issue and those in favour of a central 
bank of issue (which was the central point at stake between 
the Banking and the Currency schools), was simply a debate 
over the form of market most suitable for the supply of notes. 
It ended in favour of the Currency school, and therefore in 
favour of a closed state-controlled monopoly of bank notes. 

Bank money or bank deposits, particularly in the form of 
current accounts, has this in common—^among other features 
—^with banknotes; it is created either when gold is bought, 
as under our second monetary system, or when credits are 
granted, and it is eliminated again by the daily repayment 
of credits to banks. But the form of market in which it comes 
into circulation is usually different from that in which the 
bank note is produced. This is an important characteristic of 
modem monetary and banking organisation. Let us disregard 
for the moment the bank money of the central bank of issues 
(in Germany the day-to-day obligations of the Central Bank), 
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since this has a special role. The bank money of the other 
banks was until recent times, like the bank note earlier, 
created under competitive or oligopolistic conditions. In 
countries in which the opening of new banks was forbidden the 
supply of bank money is "closed”. Under these closed con¬ 
ditions there can be various forms of market, including thjit of 
collective monopoly, which is approximately what exists in 
Germany to-day. The fact that notes, but not bank money, are 
created by a closed monopoly, the individual monopoly of the 
central bank, and the further fact that bank money, par¬ 
ticularly in the depression of 1929-32, was subject to severe 
disturbances, have led to proposals that the creation of bank 
money should also be entrusted to a state-controlled mono¬ 
poly, and that the private banks should be deprived of the 
right of creating bank money, as they earlier had been of the 
right to issue bank notes. 

(4) It is now possible to understand the structure of actual 
monetary and currency systems and to define them precisely. 
It can be shown how in the course of history our first kind of 
monetary system has often been predominant, and, less fre¬ 
quently, the second. A commodity becomes money and then 
becomes an ordinary commodity again. Or commodities are 
purchased in exchange for promissory notes which circulate as 
money and disappear again when the commodities are sold. 
Further, money is created and disappears in the course of 
credit transactions. The many actual monetary standards of 
the past and present either consist of a single monetary system 
—^say the first—or are some variety or combination of several. 
The monetary system gives the framework of a country’s 
monetary organisation. 

Since the Industrial Revolution the methods of monetary 
supply have had a decisive share in promoting industrial pro¬ 
gress. The creation of money by the granting of bank credits 
has become of greater and greater importance in this respect. 
At first gold or silver coins were in circulation, and notes or 
central bank money was created by the purchase of the 
precious metals. At that time, therefore, it was our first and 
second monetary systems that were predominant. With the 
second half of the nineteenth century the third monetary 
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system became much more important. In the twentieth cen¬ 
tury notes and bank money have been the most used forms of 
money, created by credit transactions and costing very little 
to produce. The supply of money is thus extremely elastic 
and investment much facilitated. Industrial development is 
speeded up, but the supply of money is unstable. It depends 
on the extent of the credits granted by and repaid to the 
banks, and thus fluctuates between expansion and con¬ 
traction. 

It can be shown how the third monetary system, in its 
modern form, has gone through various stages. In the nine¬ 
teenth century the supply of money by credits is closely linked 
with the gold and silver in circulation and the purchase and 
sale of these by the central bank. The third monetary system 
is thus only realised as a supplementary system. The monetary 
organisation of this period was a peculiar combination of three 
monetary systems. Since the first world war the first kind of 
monetary system has disappeared, along with gold coins from 
the cash-boxes of firms and households. The supply of money 
by bank credit has grown more important, and our second 
monetary system—that is, the purchase and sale of gold by 
the central banks—is only of partial importance. The central 
bank has now become the controlling factor in credit policy 
and possesses a certain independence. Since the ’30’s the 
central state authorities or finance ministries have taken over 
and used the central bank as their credit-producing or money- 
producing machinery. 

Certainly there have been set-backs. In Germany, for ex¬ 
ample, between 1945 and 1948, certain goods such as cigar¬ 
ettes and brandy were used as money, and in this case our 
first kind of monetary system developed side by side with the 
third. Furthermore, it may be that the extreme instability of 
money towards the middle of this century will be the stimulus 
to reforms in monetary organisation. The supply of money 
will no longer be predominantly in accordance with our third 
system but will be linked with the supply of important com¬ 
modities. This is the direction taken by certain policy pro¬ 
posals. 

(5) Our purpose in seeking to discover the different forms of 
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monetary system is not only to understand actual monetary 
systems, but also to provide a basis for studying how money 
influences the daily economic process. Everyday experience 
shows how this influence varies according to the type of 
monetary system. It was different before 1914 from what it 
was in 1927, and different in Germany at the beginning of 1948 
from what it was at the end of that year. We are able to under¬ 
stand this variety by reducing it to simple forms, as we shall 
later show. The monetary theory for each particular monetary 
system asks the question how money influences the economic 
process. The three types of monetary system represent dif¬ 
ferent sets of conditions. To mention one special problem; in 
each of the three types of system the balance of payments is 
equalised out in a different way. We must now try to gain an 
understanding of the effects of money on the daily economic 
process in the three types of monetary system. 

The classification and study of monetary standards starts 
from a simple, reliable, precisely definable fact, that at every 
moment actual firms and households have holdings of cash. 
When one asks how this money held in cash balances comes 
into existence and disappears again, one begins to discover 
certain basic forms for the different monetary standards. The 
cash holding is the point from which the analysis of monetary 
phenomena in the real world begins. The same holds for the 
second question as to how money under a particular type of 
monetary system affects the economic process. Already, 
Menger and Walras in their studies of monetary theory 
started out from the cash holdings of the individual economic 
unit. The individual unit puts a value on the money in its cash 
balance, determines the size of that balance, and continually 
controls its use. Individual firms and households, in making 
their plans, decide as to their cash balance and how the money 
is to be used. We have to ask how these plans are formed 
and what determines the size and use of the daily cash hold¬ 
ings of individual units. Again, it is the economic plans on 
which actual economic events depend and from which, there¬ 
fore, the theoretical study of monetary phenomena has to 
start.3® 
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III. THE TASK 

By analysing and abstracting the significant characteristics 
of the real economic world, we obtain a comprehensive mor¬ 
phological scheme of the diflerent types of economic system 
and their numerous different features. These types do not pur¬ 
port to be pictures of actual economic life, that is, they are not 
real types such as the stages and styles of economic develop¬ 
ment claim to be, but purely ideal types each representing 
one single aspect of a group of cases. That does not mean that 
they are “Utopian”, as Max Weber mistakenly called them, 
for a “Utopia” is something to be contrasted and compared 
with actual economic conditions. These ideal types arc got 
from the actual economic world and help us to understand it. 
For this they are completely indispensable in two ways. 

Firsts they are necessary for an understanding of the 
structure of actual economic systems, that is, for one of the 
central problems economics has to solve. How this is done will 
be described when we return to the real economic world and 
describe the application of this morphological scheme. 

Secondly^ having worked out these ideal types of economic 
system with their various distinguishing characteristics, we 
have a basis both for formulating “general” theoretical ques¬ 
tions and for theoretical analysis. They therefore help us with 
the other main problem of economics, that of understanding 
how the economic process hangs together. This is the problem 
we now have to follow up, with the aim of showing how 
theories can be constructed on the basis of the types we have 
discovered. (It is of fundamental importance that the dual 
function of these types be understood. They help us to under¬ 
stand both the nature of different economic systems and that 
of the economic process, that is, the whole field of economic 
reality.) 

We know why “real” types such as the “stages” and 
“styles” of economic development are quite useless as a basis 
for economic theory. It is different with “ideal” types when 
these are rightly worked out. These contain not only the for¬ 
mal elements out of which all actual economic systems are 
built up everywhere and at all times, but they represent 
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simple precisely definable sets of conditions, and the interrela¬ 
tions within each set can be analysed and grasped. These ideal 
types constitute, therefore, a firm link between the empirical 
view of individual historical events and the general theoretical 
analysis necessary for understanding interrelationships. 

How does the course of economic events proceed in the tzvo types 
of economic system? This is how our theoretical question is for¬ 
mulated, or, to put it in another way, how in the two systems 
are scarcities met by supplies of goods? 

A. How does this happen in the centrally directed economy, or 
more precisely, in the simple form of centrally directed 
economy (the “independent” economy),* and in the centrally 
administered economy? In a centrally dirceted economy the 
whole economy of the community is a single economyf 
directed by a single authority. The individual economy (or 
economic unit) and the social economy are one and the same. 
We are now enquiring into the course of the economic process 
in its five aspects in this “individual economy” or single 
economic unit (that is, in the simple form of centrally directed 
economy and in the centrally administered economy). How is 
the annual social product distributed? How is a particular 
time-structure of production selected? How are investment 
and saving done? Why are particular technical methods 
applied, and how is the geographical arrangement of the 
economic process controlled? It need hardly be remarked how 
topical all the problems of the centrally administered economy 
are at the present time. 

B. To formulate the problem for the exchange economy is less 
simple. The reason is obvious from what we have said. In this 
economic system, several or many independent agents are 
active, each with his own economic plans, and therefore these 
plans and actions have to be co-ordinated. This co-ordination 
will proceed differently according to the form of the market 
and the monetary system. 

(1) The five questions about the control of production, 
distribution, the time-structure of production, the technical 
methods to be applied, and the geographical ordering of the 
economic process have to be asked for all market forms both 
* Eigenwirtscliaft. f Einzelwirtschaft. 
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open and closed. The problem has to be formulated in a much 
more comprehensive way than is usual. For example, it can be 
ascertained simply from everyday experience that the choice 
of a location for factories is related to the form of the market, 
and is different in the case of a supply monopoly from what it 
is in the case of perfect competition. It is precisely this rela¬ 
tionship that economic theory has to clarify, ^t must not be 
overlooked that the choice of the technical methods to be 
applied is also related to the form of the market. 

The problem is made more difficult by the following fact. An 
exchange economy is usually made up of a number of markets, 
which are all linked up with one another. They are all, there¬ 
fore, interdependent. Every household and firm belongs to 
dozens or even hundreds of markets, either on the demand or 
on the supply side, and its actions in one market will be 
influenced by what happens in all the others. Of course, the 
same form of market may not hold in each of the interdepen¬ 
dent markets—say, the much studied form of perfect com¬ 
petition, or that of bilateral monopoly. An exchange economy 
will not be composed of uniform markets. It is unsatisfactory, 
therefore, simply to enquire about the course of economic 
events in a uniform exchange economy of, for example, perfect 
competition. We must put the one question, with its five 
aspects, also for multiform exchange economies: that is, 
exchange economies in which markets are of varying forms. 
This inevitably makes the problem and its solution more com¬ 
plicated, though not so much so as it might appear at the first 
glance. Theoretical analysis alone can show how much more.*'*'^ 

(2) The co-ordination of the plans and actions of individual 
units, and therefore the course of economic events, depends on 
the structure of the monetary system and the main forms of 
monetary economy, as well as on the market forms. Therefore, 
we must investigate what influence the different types of 
monetary systems and their management have on the 
economic process of exchange economies, and how differences 
in the main forms of monetary economy afTect them. The 
different ways in which money influences the whole of the pro¬ 
cess of an exchange economy must be classified. For example, 
how far is the time-structure of production determined by the 
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monetary system and by the creation of or diminution in the 
supply of money? How far is investment affected as contrasted 
with the production of rapidly available consumers’ goods, 
and what are the eflective savings? Then there is the problem 
of the influence of money on distribution (for example, on 
interest and incomes from interest), and also on wages (that is, 
real wages), or the problem of the relation between money 
wages and the prices of consumption goods. Ev’cn the location 
of production is not independent of monetary influence, not 
only in international trade as has often been shown, but within 
a single country. However extensive or small the influenee of 
the monetary supply on the economic process may prove to 
be, we must in any case enquire about it. How is the economic 
process in the exchange economy affected by monetary con¬ 
ditions? To answer that is the task of monetary theory, and it 
is a problem which emerges unavoidably in the study of 
economic reality. 

If monetary theory takes as its problem that of investigating 
how the value of money, or the price level, is determined, it 
remains caught up in obsolete formulae. This narrow formula¬ 
tion of its problem has contributed to the lack of success of 
monetary theory, which at one time seemed the most developed 
branch of economics. A theory which studies only how the 
value of money or the price level is formed, must fail when it 
comes to be applied. It is unable, for example, to explain the 
profound effects on the economic process of the cheap money 
policy in Britain after 1931, or those of the state investment 
and credit expansion in Germany after 1933,38 

With a right formulation of the problem of monetary theory, 
the two elements very soon emerge which determine the way 
in which the plans of the individual economic units are co¬ 
ordinated. These are the form of the market and the type of 
monetary system, and they have to be studied not merely 
separately one after the other but in their interdependence. 
For example, the outflow of gold under a gold standard will 
have different consequences when it takes place in any 
economic system made up predominantly of competitive 
markets, from what it has in one in which prices are fixed by 
monopolies or by the government.®® 
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C. Now we understand the interrelationships within the two 
types of economic system, we are confronted by another group 
of questions. How does exchange proceed between two or more 
communities with centrally directed economies, or between 
those with centrally directed economies and those with 
exchange economies, or between two or more communities 
with exchange economies? Which goods will they exchange, 
how will the course of economic events be alfected, and how 
will the credits and debits of each country be periodically 
brought into equilibrium—daily, monthly, or annually—that 
is, how does a balance of payments come about? 

This completes the formulation of the real problems which 
economic theory has to solve as they present themselves to 
the student of economic history. 



Chapter III 

ANALYSIS OF THE DIFFERENT TYPES OF 
ECONOMIC SYSTEM: THE DATA 

I. The Analysis of the Totally Centralised Ecotumy 

A. The Basis of the Economic Plan: the Data and the Empirical 
Rules 

1. The Data 

2. The Empirical Rules 

B. Risk 

II. The Analysis of the Exchange Economy—A Preliminari^ Survey 

III. Interdependence in the Different Types of Economic System 

IV. The Data 

IT IS NOW clear what the main framework of economic theory 
looks like. It is a very comprehensive framework and very 
extensive structures have to be built up around it. if there is to 
})e an answer to the problem of the interrelations in the 
economic process in its five different aspects under each of the 
two types of economic system in all their various forms. The 
argument of this book is simply concerned with the funda¬ 
mentals and not with building up the whole structure, so it 
should suffice if wc consider a single type of economic system 
in one of its special forms, in order to show how theoretical 
study can proceed, and add a few points concerning the analysis 
of the other types of economic system, 

I. THE ANALYSIS OF THE TOTALLY 
CENTRALISED ECONOMY 

An economic system totally directed from the centre is, of 
course, not to be confused with a “communist” economy. 
We are concerned with an ideal type or pure form which has 
not been discovered simply from considering communist 
states but from the study of the whole of economic history. 
Traces of this type of economic system have been found 
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throughout history, and we have abstracted the significant 
characteristics for constructing our model. 

In this type of economic system, as we described it (p. 120), 
there is no free consumers’ choice, no free choice of occupation, 
and no exchange between members of the community or 
family of the consumers’ goods allotted to them. All economic 
actions depend on the plans and orders of a single central 
authority. It is convenient for the theoretical study on which 
we are now starting, to imagine this community as not very 
large, as comprising, that is, not more than about fifty people. 
The controller can then directly estimate the values of goods 
and services and the serious difficulties of economic calculation, 
we have mentioned do not arise. We are not concerned with 
a centrally administered economy but with an independent 
economy or economic unit.^® 

A, THE BASIS OF THE ECONOMIC PLAN: THE DATA 
AND THE EMPIBICAL RULES 

1 . The Data 

Since all economic actions follow as a consequence of its 
orders our study must begin with the economic plan of the 
central authority. Anyone joining sueh a community would 
have to apply to the central authority if he wanted to find out 
why the economic process took the course he daily observed it 
taking. What are the facts that decide the leadership to direct 
the economy in one way rather than another? On what con¬ 
ditions do the economic plans depend? 

In a totally centralised economy such as this, one can only 
understand the interrelated purposes of everyday economic 
activities by considering the economic plans of the central 
authority. 

In carrying out its plans, the leader of this community is 
aiming at certain particular goals, that is, he is always aiming 
at the satisfaction of needs. The ranking of these needs he 
undertakes himself. He may put his own needs first, or those 
of the community. If the latter, he may do so in different ways. 
Either collective needs, such as defence, can be put first, or 
more consideration can be given to the individual needs of the 
members of the community. However this may be, there is no 
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economic activity which does not aim at satisfying needs. The 
impression given by the work of some economists that there 
have been historical cases of people whose economy was not 
intended to satisfy needs, always proves false on closer study. 
We shall return to this subject again when discussing the 
economic man. Theoretical analysis has to start from this his¬ 
torical fact that the purpose of economic action is everywhere 
and always the satisfaction of needs. These needs are the first 
'‘data” in an economic plan. 

The director of the economy has to classify these needs from 
two points of view, first in accordance with their kind or 
nature, and then temporally. In classifying them according to 
their nature, he has to start from the fact that certain needs 
for, say, bread, rice, or stockings, will be felt in the course of the 
coming economic year. He has to classify the different kinds of 
needs in accordance with the means for their satisfaction, and 
for him there arc as many varieties of the former as there are of 
the latter. The classification of the varieties of needs in 
accordance with the means for their satisfaction, as developed 
in many theoretical works, is well founded in that it corre¬ 
sponds to the classification which anyone makes when draw¬ 
ing up an economic plan. 

The temporal classification of needs has had less attention 
paid to it, but is not less important. How much of the stock of 
cattle shall the director of the economy slaughter in the current 
economic year? As much as will keep the meat supply at the 
same level in the next year, or at a higher or lower level? How 
are present and future needs to be weighed up against one 
another? Are present needs generally to take second place to 
those of the nearer or more distant future? If so, then the 
economic plan for the current year will provide for more 
workers and machines being employed in making steel, roads, 
machinery, and other productive equipment, that is, for a 
relatively high level of investment. If, on the other hand, this 
year’s needs seem more important, the plan will provide for 
more farm workers and means of production being used for 
consumers’ goods. Whatever the decision may be, the director 
of any economy always has to classify needs temporally in 
giving his present orders. 
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Already we have come across an essential distinction 
between the economic process of an exchange economy and 
that of a centrally directed economy. In the exchange economy 
needs are established by the individual members of the com¬ 
munity who are provided with purchasing power, and are of 
decisive influence on the productive process. The authority in 
a centrally directed economy can to a large extent pass over 
the needs of individuals and can give priority to a single com¬ 
plex of needs—say armaments—and apply a large part of the 
means of production to this purpose. He does not necessarily 
act like this, but he can do so, and historically the centrally 
administered economy has often on different occasions been 
managed in this way, in order to make possible a concentration 
on a particular single task. 

Let us consider next what are the means by which needs 
are satisfied, and what the “data” in respect of needs in the 
plans of the leader. In planning the production of steel the 
directing authority will reckon on supplies of suitable labour, 
stocks of coal and iron ore, and the existing plant available for 
steel production. There are, therefore, three data, labour, 
natural resources, and produced means of production. Similarly 
with the production of bread. The workers available are 
agricultural labourers, millers, and bakers, and there is the 
land and all the produced means of production used in agri¬ 
culture, milling, and baking. Such an answer as this is the 
obvious one and if. is not incorrect. But it is incomplete and 
can easily lead one astray. 

(a) To understand the part played by the stocks of already 
produced goods, as a datum for planning, it is necessary again 
to emphasise the time factor. 

First, only from one point of view is the supply of goods 
already produced a datum for planning. 

In the short term, that is, when planning for the immediate 
future, the manager will count on stocks of consumers’ goods. 
All orders for meeting to-day'*s needs must be based on already 
existing stocks of bread, meat, shoes, etc. No more can be dis¬ 
tributed to-day than are ready to-day. Nevertheless, even in 
short-term plans, provision for the future has an important 
part. The smaller the stocks of rye and flour, the more 
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cautiously the supplies of bread have to be distributed. All 
immediately available supplies of consumable and permanent 
goods from earlier production play a part in short-term plans, 
consumers’ goods being specially important. It is different 
where the plan extends over a longer period, when the kinds of 
tools, machines, raw materials, and half-finished goods to be 
supplied, as they are not yet ready for immediate consump¬ 
tion, can be altered w’ith the co-operation of labour and nature. 
In their longer-term plans the controlling authorities regard as 
data the available supplies of produced means of production 
which will provide the consumption goods of the future. On 
the other hand, the already finished goods are of less impor¬ 
tance. For example, the available supplies of cotton and thread 
are the main data for the supply of cotton goods until the 
next cotton crop. In any economic system consumers’ goods 
still in the process of production are not available for con¬ 
sumption, as we have already discussed at length. But as 
those co-operating in production need consumers’ goods daily, 
every economic plan has to start by taking as given the con¬ 
sumers’ goods available, as well as those ‘‘ripening” for final 
consumption. The possession of^^capitaV is the power of dis¬ 
posing over these consumers^ goods, and in a centrally directed 
economy it is in the hands of the controlling authority, in an 
exchange economy in those of the managers of private firms. 

Secondly, supplies of produced goods are not merely data 
either in short-term or long-term plans. Because the needs of 
future years have to be considered to-day, there is a problem 
of the future stock of produced means of production. It is a 
most important practical problem dominating longer-term 
plans. Provision for the more distant future compels the 
leaders of the centrally directed economy, just as it does the 
management of a firm in an exchange economy, to make at 
each present moment decisions as to how many and what sort 
of houses, machines, and stocks of raw materials, shall be 
available in a year’s time and longer ahead. Decisions as to 
depreciation are similarly relevant. A person taking over the 
management of a cotton-spinning mill sees the existing stock 
of buildings, machines, and supplies not only as a datum, but 
as a practical problem, in that he has to decide whether to 
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increase or diminish it. Similarly, the leadership of a centrally 
directed economy also considers the stock of tools, buildings, 
and raw materials from this second point of view. The fact 
that the stocks from previous production, at their existing 
level and in their existing form, are always a datum in 
economic plans must not mislead us. This is only one of their 
necessary aspects. From other equally essential points of view 
the economic authority is forced to face the practical problem 
of the future form of the produced means of production, for 
without a solution to this the supply of goods in the future is 
endangered. The greater the extent to which durable goods are 
employed the greater is the apparatus of buildings, machines, 
and other equipment, and the more important it is to take 
account of both aspects simultaneously. 

The stock of goods already produced must be regarded as 
both a datum from which an economic plan has to start, and 
as a problem for the plan to meet, in that it has to decide 
whether and in what form this stock shall exist in the future. 
Both aspects are essential, though some economists ignore one 
and some the other. If it is only labour and the free gifts of 
nature that a theory regards as “given’’, and not also the 
existing stock of produced means of production, then it is cer¬ 
tainly in this respect unrealistic. This is the mistake that 
Bohni-Bawerk made when he described “production without 
capital” simply by means of a combination of labour and 
nature. In fact, production of this kind must be very rare. 

At the present time it is particularly this second aspect of 
the stock of production goods that it is necessary to emphasise. 
Some theoretical economists are inclined to take the stock of 
durable means of production, such as machines, houses, roads, 
etc. simply as given and to disregard problems of its main¬ 
tenance. This makes for a distorted view of contemporary 
events and of the history of the last century with its huge 
investments, and thus again for a lack of realism. It is only 
necessary to look at the management of a single firm to realise 
the importance of the maintenance and renewal of productive 
equipment in actual life, and how conscious the management 
of all firms are of the existence of this problem.^ i 

(6) Land and Natural Resources. The plans and orders of the 
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central authority determine which mines and galleries shall 
be exploited, which fields used, which workers employed in 
mining, agriculture, and all the other branches of production. 
Which of the services of labour and natural resources shall find 
employment depends on the economic plan, but the services 
are not themselves a datum in the plan. Rather the central 
authority Ijas to decide in its plan xvhich of the services of 
nature and of managerial and other labour are to be used. 

The data of the plan are, therefore, labour and natural 
resources, not their services. This distinction is not merely a 
question of splitting hairs: it is of the greatest importance for 
understanding the construction of an economic plan and the 
course taken by the economic process in the centrally directed, 
as well as in the exchange, economy in all its forms and through¬ 
out (economic life. The common habit of r('garding the services 
of the factors of production simply as a datum unjustifiably 
narrows the field of study for economic theory and leads to the 
exclusion from economics of problems which arc of the utmost 
importance in the real economic world. 

Let us imagine as representative of a totally centralised 
ecoiioniy an isolated family of fifty people. The director in all 
his economic plans, whether long- or short-term, takes the 
ax ailable labour force as a datum. lie has to reckon with a 
certain number of able-bodied workers each with the par¬ 
ticular capacities of a man, w'oman, or child. One may be 
suited for agricultural work, for looking after cattle, and for 
carpentry, another for butchers’ or bakers’ work, and so on. 
Each individual has his special abilities. In his economic plan 
the director has to dc^cidc whether each one has to w^ork, and 
if so how many hours or days, and which of his abilities are to 
be made use of, whether, for example, our first worker is to be 
cmployc^d as cowherd or carpenter. The more trained the 
labour force, the more employments into which they can be 
directed. How they arc to be employed depends only on the 
orders of the director. The decision is inextricably bound up 
with the general aims of his plans and the other data. If the 
director, with the intention of increasing future supplies of 
goods, builds more extensively, or produces new agricultural 
equipment, then he has to withdraw supplies of labour pre- 
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viously employed elsewhere—say in agriculture—and put 
them to work on building houses and making machinery. The 
labour supplies remain the same but different services are being 
used. In actual economic life the right direction of available 
supplies of labour to their best employments is a problem of 
the greatest practical importance. The manager of a firm can 
never regard the services of labour simply as a datum. The 
economist must proceed in the same way. 

The same is true of the natural resources. They themselves 
are given, but not their services^ which have to be chosen. Here, 
too, the economic plan decides Mdiich services are to be 
employed. Day by day various services are available from 
natural resources, those of the agriculturally useful land owned 
by our community, those of the water supplies, stone quarries, 
and so on. Which land shall be cultivated and which not, and 
which for corn and which for turnips? How are the water and 
wind power and the resources of the earth to be used? 

The description of the economic process as it takes its course 
can only show that particular services of labour and natural 
resources have been employed. But this is not suflicient. We 
have to understand how the economic plan is constructed, and 
the purpose of economic activity. Therefore, at this point we 
must ask the questions that the economic planner himself 
asks, that is, which services arc to be chosen out of the many 
which can be provided by the existing supplies of labour and 
natural resources. The labour and natural resources are given, 
but there is still the problem of choosing the services they 
shall give. 

Up to now we have taken as data of the central authority’s 
economic plan the needs which the director wishes to be satis¬ 
fied, and on the other side, natural resources, labour, and 
(from one point of view) the stock of previously produced 
goods. The central authority combines together the services of 
labour, natural resources, and the existing goods on the basis 
of existing technical knowledge^ which is the fifth datum in the 
construction of an economic plan. What methods in agri¬ 
culture, manufacture and transport are practicable depends 
on the extent of technical knowledge. “Technical knowledge” 
is not the same thing as “the technical methods applied”, 
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which present a problem both from the point of view of the 
practical business man and the economist. Certainly in some 
fields only one known technical method existed for centuries 
on end, as, for example, in many branches of medieval agri¬ 
culture using the three-field system. In such a case there is 
only one technically known method to be applied. Often, and 
not merely in recent times, technical knowledge has made 
possible many methods of growing corn, milling, baking, or of 
producing steel or shoes. The controller ol‘ a centrally diri'cted 
economy, just like the manager of a firm in an exchange 
economy, has to choose which of the many known methods are 
to be applied. It is a choice which can only rationally be made 
as a part of the j)lau as a whole. A clear distinction is, there¬ 
fore, necessary l)etween technical knowledge and the applica¬ 
tion of particular technical methods, the first being an 
economic datum and the second an economic problem. With 
tc'chnical knowledge must b(^ included commercial knowlc^dgc, 
that is, the existing knowledge of methods of economic cal¬ 
culation, balance sheets, profit and loss accounts, book- 
keej)ing, cost accoujiting, business statistics, and in an 
ex(;hang(‘ c'conomy, of market research, budgeting, f)urchasing 
and sales organisation, financial organisation, and so on. 

Finally, the totally centralised economy has its legal and 
social organisation, the existence and rules of which arc an 
economic datum. The same holds for this as for all the other 
data. Economic theory gives no answer to questions about 
how needs arise, why the land and its climate are as they arc, 
or about the working ability of a people or family, or their 
technical knowledge. Nor can it explain why this totally cen¬ 
tralised economy has come to exist. This sixth datum, the legal 
and social organisation, must not be interpreted too narrowly. 
It not only includes traditions, laws and customs, but the 
spirit in which men live and keep to “the rules of the game”. 

2. The Empirical Rules 

The data with which the central authority reckons are, so to 
speak, the bricks out of which its economic plans arc con¬ 
structed. As soon as this work of construction begins, it 
becomes clear that account must also be taken of certain 
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empirical rules which have been shown always to require 
attention in framing actual plans and orders. 

Much has been written about these empirical rules, often 
called ‘‘laws”, but their character and economic role have not 
always been clearly explained. To begin with, we must lay it 
down that empirical rules are not axioms. Nor are they rational 
truths which can be deduced from axioms with absolute cer¬ 
tainty. They are rather “factual truths”, known from every¬ 
day experience to the practical man and taken for granted by 
him without further reflection. Science makes consciously 
known what the practical man knows vaguely, and describes 
precisely what to him is nebulous. Precise observation shows 
the validity of these propositions, and in doing this often 
offends the naive man in the street who does not realise that he 
is actually always behaving in accordance with these empirical 
rules. Confronted with their scientific formulation he behaves 
like the Bourgeois Gentilhomme, who was astounded at the 
ini’ormation that his whole life he had been speaking in prose. 

First, we are concerned with Gossen’s First Law, which as 
formulated by Wieser states: “In the case of every divisible 
nec‘d the satisfaction from the first unit applied will be desired 
with the highest intensity, and every application of further 
uiuts of the same kind will be desired with less intensity until 
the point of saturation is reached, beyond which desire will 
turn into aversion.” 

'I'his is a perfectly simple condition valid always and at all 
times. Everyone knows that his daily needs of meat, bread, 
and other consumers’ goods decrease as they are increasingly 
satisfied. Every household follows this principle daily, and the 
director of a totally centralised economy must do so as well. 
We can observe tlie validity of the rule for ourselves and 
understand how it operates for others. 

There may be some argument about how the rule should be 
formulated. Its validity has, in particular, to be confirmed 
both when it is applied to men’s plans for the future, as well as 
when applied to their actual satisfactions ex post. This dis¬ 
tinction is important. Also, the period of time for which the 
rule is valid has to be specified. The shorter this is the more 
obvious the rule’s validity, but there are difficulties introduced 



188 


The Foundations of Economics 

by the time factor, and these have to be got over. For 
example, there is the case of tobacco, where consumption 
increases the need for it. The need, satisfied for one day, recurs 
with increased intensity on the following day. What is impor¬ 
tant is that at this new stage the rule is again valid. Further, 
certain not insurmountable difficulties arise out of the fact 
that the intensity with which a man desires a unit of a good 
docs not depend only on the extent to which he is supplied 
with this good, but also on his supply of other goods. The 
intensity with which a pound of brown bread is desired 
dept^nds not only on the supply of brown bread, but also on 
that of white bread and potatoes {that is, of substitute goods), 
and on that of butter and marmalade (that is, of comple¬ 
mentary goods). 

Here there is room for debate, but the basic fact with wliich 
we are concerned is not debatablc.^^ 

Secondly, the law of diminishing returns (or more correctly 
the la w of diminishing marginal retiirns) holds good always and 
everywhere in economic life. No farmer uses a year’s labour on 
half an acre of land, leaving his other five acres unculti\'ated. 
He knows that his labour will bring in larger returns if he 
distributes it over a number of acres, and that conetmtrating 
it all on a small piece of land will lead to sharply decreasing 
returns to every successive duty’s labour. The same holds for 
every other branch of production. A shoe factory has at a par¬ 
ticular moment a particular stock of buildings and machines. 
It is of little use employing only two, three, or four workers. 
At first the return for each successive worker employed 
increases, but after a certain point, say 850 workers, it falls 
again, and finally, after about 420, it is impossible to employ 
any more workers. This empirical rule holds for any combina¬ 
tion of natural resources, labour, and production goods, and 
men act in accordance with it. Unlike the first rule, knowledge 
of it is not obtained from the “inner” observation of oneself, 
but from observing “outside” facts. 

Economists have tried to state this rule precisely. Perhaps 
it can be represented most shortly—following Edgeworth—by 
a simple table setting out the returns on a given piece of land 
and given equipment. 
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Here the rule is given in the form first of increasing and then 
of decreasing returns to labour—^not to land. It would also be 
possible to vary the quantity of other means of production— 
for example, fertilisers—in order to see the resulting curve of 
returns. 


A, 

B. 

C. 

D. 


13 

220 

10*92 

— 

A. Labour in inan-duys. 

U 

244 

17*43 

24 

B. Tot^ rye crop (kilos). 

ir> 

270 

18 

2(i 

C, Avera^ijc return (kilos) of rye per 

10 

294 

18*38 

24 

man-day of labour. 

17 

317 

18*05 

23 

D. Additional kilos of rye resulting; 

18 

330 

18*83 

22 

from an additional man-day of 

1» 

300 

18*95 

21 

labour (marginal return). 

20 

380 

19 

20 


21 

300 

18*80 

10 



Scientific observation of the facts confirms the everyday 
experience that this rule is of universal validity and not simply 
applicable to agricultural production. For getting coal from a 
coal mine or making clocks in a clock factory, a similar course 
of returns can be ascertained. If the management of a clock 
factory, with a given equipment in buildings and machinery, 
and with a given organisation, invests in raw materials and 
takes on labour, there will be first increasing and then de¬ 
creasing returns. 

At this point doubts may arise. What if the management of 
a factory increases its capital investment and the size of the 
firm as a whole, adopts improved technical methods, buys new 
machinery, and constructs new buildings? Does the law of 
diminishing returns then hold? This is what was in the minds 
of those who contrasted increasing returns in manufacturing 
production with decreasing returns in agricultural production. 
There is a twofold error here. In the first place, the law of 
returns remains valid if the increase in the size of the firm is 
continuous. As is well known, there are optimum sizes for 
firms beyond which any further increase in size must lead to 
diminishing returns. Exactly the same holds for agriculture. If 
the field on which the returns arc represented in our table is 
improved, and new capital invested in it, then returns increase 
there also. But it holds, too, that further new applications of 
capital lead to diminishing marginal returns, and secondly that 
after a certain new stage has been reached, for example, after 
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a new drainage system has been successfully installed, our 
empirical rule will again hold at this new stage for the employ¬ 
ment of labour, seed, fertilisers, and so on. 

The coiitrollcr of a centrally directed economy counts also 
on the eflectivciicss of this rule at all times and in all branches 
of production. 

Decisions, as we know, have continually to he taken as to 
the time-structure of production. In the making of these 
decisions the following third empirical rule is important. 

The controller of a centrally directed economy knows that to 
employ all the workers and available means of production on 
providing consumers’ goods for this year, would be to run the 
risk of so using up buildings and tools that insufficient means 
of production would be available next year. Markedly less 
would then be forthcoming from the labour and natural 
resources. lie will regularly have to decide to employ labour 
and means of production on maintaining or extending the 
means of production-' buildings, tools, raw materials, and so 
on—which only become '‘ripe” for consumption in the future. 
He has to decide, that is, about capital investment. H(^ does 
this because he knows that given supplies of labour and means 
of production as a rule produce more consumers’ goods the 
longer the interval between their first employment and the 
final maturing of the consumers’ goods. KviTyone knows this 
rule and acts according to it even when he is debating its 
validity. Everyone knows that to employ machinery and tools 
raises the productivity of labour, and that one moves faster on 
a bicycle than on foot. To employ labour and means of pro¬ 
duction for making machinery and tools, is simply to employ 
them at a point where the temporal interval until the ultimate 
completion of finished consumption goods is longer. It is 
employnu'nt of factors available lo-daijy for making consump¬ 
tion goods that will only be available in the distant/w/wre. The 
construction to-day of a blast furnace from the products of 
which bicycles will later be made which will be of use for trans¬ 
port over a long period, means putting a long interval of time 
between the first expenditure of services and the maturity of 
the final consumption goods they produce, with the object of 
increasing the yield of these services. 
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Th(‘ fact underlying this well-known empirical rule must be 
described in a scientifically precise way. It is clear that between 
the application of the labour and means of production neces¬ 
sary for making a consumption good and the ultimate readi¬ 
ness of this good for consumption, there is an “averages i)criod 
of gestation”. There are special but surmountable difliculties 
in measuring this period, but it is a fact that if it is lengtliencd 
an increased yield may follow. These facts arc not to be con¬ 
fused with those underljdng the second empirical rule. In that 
case, in the production, for example, of crude iron in a blast 
furnace with a certain combination of coal, ore, other materials 
and labour, the increasing of (me of these factors will lead first 
to a rise and then to a fall in the marginal return. Hut in the 
case of this third empirical rule by employing more time- 
consurning nu^thods of production, for example, by building 
and using a blast furnace, the productivity of labour and the 
other means of production is appr(*ciably increased compared 
with their direct application for consumption purposes. 

The lengthening of the period of gestation in actual economic 
liie comes about in two ways. If we follow the use to which a 
j)otato crop is put, we may find one-third being used for 
human consumption, one-third going to pigs, one-seventh kept 
for sc('d, and the rest for feeding cattle, making starch, spirits, 
and other products. Looking at these uses, as one must, from 
the temporal aspect, it is clear that using potato(\s as food for 
human beings is to put them on the shortest route to final 
consumption. To feed them to pigs is to “put them back”, 
that is, the potatoes are moved aw^ay from final consumption 
and used in another productive process, that of pig production. 
They are used at a point further in time from final consum]3- 
tion. Similarly the potatoes kept for seed next year, or those 
which are used in industry or are fed to cattle, arc "‘put back” 
to difrerent distances from the final stage of consumption. 
This “putting back” involves lengthening the process of pro¬ 
duction, the second method of extending the period of gesta¬ 
tion. In so far as the potatoes arc used for feeding pigs, the 
services of the farmer, wdiich could also have been used for 
satisfying present needs, have been put into a longer process of 
production. Similarly the labour of a man employed in building 
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a blast furnace is, in combination with the “putting back” 
of iron and other materials, being used in a longer process of 
production. 

We would get corresponding results from following out the 
possibilities for a piece of leather or other material. The leather 
can be used for shoes and thus soon come into final consump¬ 
tion. Or it can be used for leather driving belts and in com¬ 
bination with labour be used in longer processes of production. 
Why do men extend the period of gestation in this twofold 
w^ay? Why do they “invest” or refrain from consuming in the 
near future, putting consumption olT till later? Because the 
yield from labour and the material means of production is 

raised .^3 

The planning data and the empirical rules, as they are 
known to tlic controller of the centrally directed economy, 
form the foundation on which his economic plans are con¬ 
structed. A whole system of plans will exist, because a total 
plan for one year or several years is the basis for all the orders, 
actions, and |)lans for the following month or day, w^hich are 
fitted into this total plan as it is carried out and adapted. 
This total plan is a unity. (Even if a man acts mainly on 
momentary impulses without formulating any comprehensive 
plan, on some questions he has to take eirective long-term 
delusions, as, for example, the farmer about the fruit he is to 
grow and how he is to grow it. Such decisions fix the direction 
of his further economic activities for the year ahead.) 

In the total plan, and in the subordinate short-term plans, 
the central authority brings together labour and the other 
mc^ans of production in the combinations which seem most 
suitable. In making its economic plans the central authority 
has to estimate the importance of the different goods in dif¬ 
ferent uses, that is, the services provided by labour, natural 
resourc<\s, produced means of production, and consumers’ 
goods. It has to make valuations on which the whole plan 
rests. The centrally directed economy is a system of valuations. 
How the central authority shapes the plan, what functions the 
notion of the margin has in practical economic life, how costs 
influence decisions, how each plan is constructed, and how the 
economic process in everyday life is determined in its five 
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aspects, this is what eeononiie theory has to explain, and wfiat 
to sonic extent it already has succeeded in explaining. 

K. RISK 

As soon as tlie authority’s plans are carried out in praeti(?e 
a highly significant fact emerges. It usually appears that there 
is a divergence between the "‘planning” and the “foetual” 
data. Either the authorities may have made a mistake when 
Iraming tlicir plan, or the data may have altered while it was 
being carried out. Any of the data may diverge in this way, all 
of them together or singly. An unexpectedly cold winter alters 
people’s needs or causes the winttT seed to freeze?. (The data 
rc'garding natural resources are different from what was 
expected.) Or there may be disease and therefore the labour 
force available is unexpectedly small. Fire may destroy or 
diminish the stock of previously produced goods on which the 
})lan was based, or a new building technique may prove less 
ser\'iceablc in practice than had been expected. Naturally, the 
"‘factual” data can also turn out to l>e more favourable than 
tJiose assumed in the plan. The w^eather may be better or the 
wastage of sto(?ks smaller than had been forecast. 

The estimates in the plans and the orders of the authorities 
are only in exceptional cases completely justified by the facts. 
There is generally a greater or lesser degree of unc(Ttainty. 
Expectations arc only partially realised. It is because of the 
imperfection of expectations that the risk (lerneiit makes 
itself felt. 

To the fact that the planning data are not generally fully 
realised by events men react in two ways. FirsU they often feel 
it necessary to alter the original plan and adjust it to the new^ 
situation. If the w^inter crop is killed by frost, then the farmer 
has to make it good, as far as possible by additional sowings in 
the new year, which will mean changing his plans and 
activities for some months. If some of the workers are absent 
the wdiole deployment of the labour force for this period has to 
be rearranged. The short-term and daily plans and orders have 
constantly to be revised as compared with the original outline 
plan. Just because such revisions are necessary, it is impossible 
to plan out economic actions in full detail for a year ahead. 

7 
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The main plan usually fixes simply the general direction. The 
short-term plans carry out constant rc\'isions of the main plan 
as a result of continual trial and error with the facts as they 
develop. 

Secondly, the risk element aireets the shaping of the main 
plan. As far as j)ossible it is treated so as to keep the divergence 
between planning data and factual data as small as possibk*. 
Our sketeli of tlie basic elements in llie plan here needs to be 
sup{)lemented. Also, the rish' elemenl has eonsianihj to be con¬ 
sidered, in addition to our six kinds of data and the three 
empirical rules, li the element of risk is held to be considerable, 
either no long-term plans will be made, so that risk is evaded, 
or there may be an attemj)t to lessen the risk. Under the 
influence of magic a man may try to ward off bad weather, 
crop failure, and disease by incantations, sacrifices, and 
prayers. We could describe this as an attempt to prex cnt too 
wide a di^'ergene(‘ between factual data and planning data. 
The plans take into account the j)erformanee of these sacrifices 
and incantations as well as the employment in this way of the 
people specially (|ualilicd. When magical ways of thought have 
not tlu‘ same influence, other nH‘ans of reducing risk are used. 
The })lan provides for the production of a variety of goods 
with th(‘ specific purpose of reducing risks. An unforeseen spell 
of cold weatluT, for example, does not usually hit the different 
crops ecpially severely. Therefore the number of varieties of 
crops to b(‘ planted is increased. Special buildings and eejuip- 
ment can lessen the danger of fire, floods, or dis(*ase. Finally, 
it often happens tJiat because of the risk element a man feels 
obliged to stick to })lans lie lias already liegun to carry c)ut. 
He knows the factual data Ix'tter in respec^t of his present 
jilans, and if he adopt s new methods he has to run t he risk of 
a greater divergenee between planning and lactual data. 
Sticking to previous jirocedures is not always " irrationaU', 
but may be based on a careful weighing up of the risk element. 

Tlie dix ergenee between the planning data ante) and the 
factual data (or ex post facts) has at all times, and is still 
to-day, of essential significance in all economic conduct. What 
has been and is of decisive influence on actual economic plans, 
and conduct cannot be ignored by economists without their 
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theoretical apparatus being in that respect useless. Most of the 
earlier economists paid little attention to imperfect foresight, 
uncertainty, and risk in their analysis. Hecently, however, a 
change lias set in, and much that is of imjiortanee has been 
written about '‘expectations’', '‘anticipations”, calculations 
of returns ex post and ex ante, and about risk. 

It is now necessary to fit this complex of facts into a. place in 
economic theory corresponding to that which it occupies in 
actual economic life. Just as economists hav(‘ to explain pre¬ 
cisely the data and empirical rules and discern their nature so 
that they fit together in theory in ('xactly tlu‘ same jiattern as 
they arc observed to have in a particular e(*onomic system, so 
it must be with the tlK‘orctical treatment of tlie risk (‘Icment. 
Risk (or risk bearing) is not, as it has sometimes been called, 
a factor of production, nor is it a datum, nor an empirical rule. 
It consists rather in the fact (f divergence hehceen the planning 
data (ex ante) and the factual data {or ex post). As soon as 
(‘(ionomists realise that the facts require this distinction be¬ 
tween planning data and factual data, the risk ('Icment will get 
its right j)lace in economic theory. This systematic definition 
of the [)lacc of risk holds also, matatls mutandis, for the 
exchange economy, and its correctness can (*asily be provc'd in 
everyday economic life.^ 

11. THE ANALYSIS OF THE EXCHANGE 
ECONOMY: A PRELIMINARY SURVEY 

In the exchange economy it is the plans of a number, small 
or large, of economic organisations, firms, and households, and 
not simply those of a single authority, which decide the course 
(d* the economic process. Millions of independent firms and 
households work side by side in a great community linked 
together by division of labour, with each economic unit carry¬ 
ing out only a small fraction of the total economic process. As 
we were previously discussing, this is how the great practical 
task arises of co-ordinating individual plans so that the actions 
of individual units fit together and the process as a whole ful¬ 
fils its purpose. While in the centrally directed economy only 
the problem of scarcity has to be overcome, in the exchange 
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economy that of the co-ordination of individual plans and 
actions has to be solved too. 

In a monetary economy this co-ordination of individual 
plans and actions comes about through the price system. It is 
the task of theory to show how, as a consequence of the forming 
of prices, the whole exchange e(‘onomy in its five aspects is 
controlled and the individual plans co-ordinated.'**'^ 

(1) An obvious method of approach is to survey the world 
of prices as a whole, as did most of the classical writers, for 
example, Ricardo, Say, and J. S. Mill, and as many more 
recent economists such as Clark or Cassel, have done. This pro¬ 
cedure, when all th(? interrelationships arc bcl'on* one, and one 
does not start from single firms or households, is not without 
its dangers. To attempt to portray the entire cosmos of the 
price system as a whole, may well mean starting from too 
narrow a foundation of real economic 1‘acts. There is not 
suflicient emphasis on the fact that in an exchange economy 
everything happens in the firms and households, and it is 
diflieult to link up such analysis with everyday life. A stiuhait 
of Cassed’s account of modern economic thc^ory who happened 
to be manager of a factory, would find it difficult to sec the 
connection between his theoretical knowledge and his every¬ 
day economic life. In his theoretical studies he would find 
nothing about what goes on in a firm. It ought to Ix) precisely 
the function of a scicaitific theory to show how the activities of 
the individual firms are linked together and how the activities 
of the firm fit into the whole interdependent economic system. 
In his analysis the economist is always in danger of losing 
sight of the cause of events in the real world and of ending up 
in unrealistic speculation. Economic reality requires that 
analysis must start from the study of the individual economic 
unit, as Thuiien did with so much success. 

The recent tendency to prefer study of the theory of the 
individual economic unit is a justified reaction against the 
“general” theoretical systems. The theory of wages will only 
be put on a sound basis and be of use in explaining real prob¬ 
lems, if it starts from the analysis of firms and households and 
explains the special forms which demand and supply take in 
the labour market. But even this part of economics is in danger 
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of becoming one-sided and sterile. Exponents of mathe¬ 
matical tlieorj^ are fond of confining their analysis to a detailed 
study of models of particular single firms or markets. Cost 
curves for individual firms are drawn up, but no attention is 
paid to the qiu^stion of the function of the costs of the 
individual firm in the control of the whole econornie process in 
an exchange economy. The main task of theory, which is to 
make comprehensible the intcTrelations between all the 
individual economic units, is not faced. 

This trend also explains the complete lack of appreciiation 
of the w^ork of the great system-builders oi‘ the past sliowu 
to-day by some theoretical economists, who do not seem to 
realise that the interrelationships in th(‘ real ccononiie w^orld 
can only be discover(?(l as part of a syst(‘m. The analysis of 
single firms or households, or of the relationships betw een par¬ 
ticular individual (quantities, scarcely constitutes a theoretical 
economics. It is impossible to understand particular economic 
events without undca’standing how' they all fit together. For 
examj)lc, for the individual entrepreneur the existence of 
ijitcrest is not a problem. It is simply something he has to pay. 
lie knows when the rate of interest ris(\s and falls but cannot 
sur\'(?y the causes of this from within his individual firm. With 
a fall in interest rates he goes in for more mechanisation and 
does not have to think out the changes this brings about clsc- 
wiier(‘, how in doing this he is altering the productive j)rocess 
elsew here. Capital is of key importance in his balance sheet, 
but he is not interested in why all firms aim at balancing their 
accounts, why it thereby follow^s that the entire production of 
the economy is deployed in a particular way, nor in what 
meaning the balancing of accounts by the individual firm 
possesses. That the entrepreneur sees things in this w'ay and 
acts accordingly is right and comprehensible. But it is wrong 
if the economist makes the horizon of the individual entre¬ 
preneur his own. It is his task to discover the interrelation¬ 
ships throughout the whole economy. He has to ask ivhy there 
is a rate of interest, w^hat the function of capital is, and wdiat 
significance calculations of capital have. If the economist neg¬ 
lects this task and confines himself to precise accounts of what 
happens within the firm, or of the relations between particular 
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groups ()i‘ (‘C'ononiic; units, his picture is bound to be patchy 
and to fail in its r(‘al purpose*. 

VVe have conic hen* upon another point in which the onc- 
sid(‘dness ol* (*cononiic theory often cuts it ofl‘ from the real 
world. Systems whi(*li do not start Irorn a precise analysis of 
indi\idual economic* units and markets are built up on un¬ 
realistic foundations. On the other hand, an analysis of single 
firms, households, or markets, which do(‘s not organise the 
interrelationships of* the economy as a whoh* into an analytical 
system, fails to exjilain the real economic world, whicrh is not 
simply a number of adjacent individual firms, households, or 
markets. Only by combining together analysis of the individual 
economic unit with that of the economic system as a whole can 
wc‘ discox er the interrelations wt* are looking for. 

(2) How can this jiroblem bi* solved? The analysis of the 
individual economic unit shows that the actions of the* 
individual linns and households are based on plans. It is also 
clear that tlu* {ilanning data on which the director of the 
individual economic unit counts, only })artially correspond 
with the planning data on which tlie phin is constructed in a 
centrally directed economy. The plan of a centrally direetc^d 
economy is based on data from the point of view of the economy as 
a ichole* The plans of firms and households, which are only a 
fraction of the whole economic process in an erchan^e economy, 
arc themselves '’'incomplete'' (z\ above, Part HI, Chap. II, 
Section II, Introduction, p. 129) and only at certain points are 
they concerned with the data from the point of view of the whole 
economy. 

Let us take, for example, a farm of 250 acres producing and 
selling wheat, i)igs, milk, hay, flax, and various other agri¬ 
cultural products. (Tlu^ elements of c^entral direction often 
found in such a case an* h^ft out of account here, as we are 
concerned with the ideal type of exchange economy.) What 
here decides the economic plans, the direction which pro- 
ductit)!! is to take, the employment of the labour supf)li(*s and 
other means of production available, the level of investment, 
the technical methods to be aj>plied, and the location of the 
different crops and buildings? Partly the nature of tlu? soil and 
* Gesamtwirtschaftliclie Da ten. 
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the climate, the variety and effieicney of the labour supplies 
available, and the decisive factors in k^gal and social organisa¬ 
tion. 

These facts can also b(‘ d( scrilx^d in this way: The data as to 
natural resources, labour, technical knowledge, stocks of 
goods, and l(‘gal and social organisation, determine the 
decisions of the manager (who formulates his jdans in accor¬ 
dance with th(‘ data as they seem to him to be*). Here tlie firm is 
ef)nccriu‘d directly with what an* data from t he point of view 
of the whole syst(*m ; Ivut as a purcliaser of labour, se(*ds, 
fertilisers, and fu(*l. it is surrounded by [)ric(*s and as a 
n‘cipient of credit it has to pay inten st. Under conditioJis 
of perfeet competition these* are data from the point of A'i(‘w 
e)f the individual tirni, and it is clear that at these points the* 
lirnrs ])lans are incom})letc” or jKirtial”, and that it is only 
indirectly concerned with the data for the e(*onomy as a whole*. 
'J'hc same holds fe)r the cash balance*s that the manageme‘ut 
kee‘ps. Prices e*an also be re*g«arele‘el "‘as represe‘nting the fre)ntie‘r 
line* between the^ e'xe’hange e‘ce)ne)my as a whole and the ineli- 
vidual ee'onemiic unit”. At those points '‘the tirm is ne)t directly 
e'oncerncd with the* elata for the system as a whole, but only in 
so far as it take‘s account of the actions of all the* e)ther 
inelividual units” (K. F. Maier). 

This way of looking at what arc the data fre)m the point of 
view of the individual eceme>mic unit, and of dividing them 
inte) two gre)ups, is familiar te) the practical business man. He 
is alse) accustomeel to distinguish between what he takes as 
giv en regarding the characteristics of his firm, himself, anel his 
workers, and data on the nature of the connections of his 
firm with the market. At the same time he takes account of the 
empirical rules as far as tliey relate to production, that is, of 
the second and third rules. He is aware, though only somewhat 
vaguely, of the law of diminishing marginal returns, for it does 
not oc(;ur to him to try to plant all his crops on one small 
section of his land and leave the rest uncultivated. He is aware 
of the empirical rule involved in employing, e.g., available sup¬ 
plies of labour for making paths or a drainage system instead 
of on hoeing, thus diminishing this year’s harvest in order to 
increase those of future years. The plans of the manager arc 



200 


The Foundafiom of Economics 

built up on what are data from the point of view of the single 
unit and on these two empirical rules. In doing so the manager 
follows the princ*iplc of substitution as explained by Jevons, 
Marshall, and others. 

We have not yet described all the factors that decide the 
plans and actions of the liead of this firm (or farm). Here, too, 
what is expected according to the data of the plan often fails 
to correspond with what actually happens or tlie factual data, 
though this divergence makes itself felt in rather a different 
way than in the centrally directed economy, eorrc'sponding to 
the diffenaice in the data. Ihiecrtainty and risk arise not only 
because of changes in the weather, fires, and so on, but bc^eausc 
of movements in prices. The farmer in producing pigs counts 
on particular prices for fodder, young pigs, and pork(*rs. These 
price's may be partly realised but ])artly not. He nce tliere are 
price risks b(‘eause the management of a firm cannot exactly 
estimate' in advance what the other economic units with which 
it is directly or indirectly in touch will be doing. The manager 
of a firm knows that this kind of twofold risk exists and he 
takes account of the risk element in his plans and actions by 
sowing a variety of crops, by insurance, anti-llood pr(‘(?autions, 
maintaining stocks of goods and money, and by avoiding far- 
reaching plans and larger investments. Political confidence is 
also a relevajit factor, important for economicj action and 
everyday (x;onomic life and its change s and for cyclical fluctua¬ 
tions. A consequence of confidence in the political order is that 
the managements of firms can count on certain data, for 
example, on the approximate rates of taxation being lasting, 
and on there being no likelihood of anything from this quarter 
coming to disturb their long-term plans. The less reliable the 
data s(f(‘m to be, the less will plans be made for the distant 
future. 

The same applies, mutatis mutandis^ for every household. 
Each household is surrounded by prices. The worker’s house¬ 
hold, for example, has on one side its income, and on the other 
the prices of consumers’ goods. At the same time the plans and 
actions of the head of a household are determined by its needs 
and the stocks of good available, these stocks also, like pro¬ 
ducers’ stocks, having two aspects. In part the household does 
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not aflect the data for the whole economy, since it simply pays 
and receives prices. In part what are data from its own 
individual point of view—its needs, etc.—are at the same Lijiie 
data from the point of the whole economy. The first empirical 
rule, which is the only one of the three which is relevant in this 
purely consuming community, always remains eirective. Th(^ 
plans of the household arc therefore all dependent on tluise two 
kinds of data, on the first empirical rule, and on the risk 
element. 

The analysis of the firm and of the household comprises the 
first stage of theoretical investigation. 

Study of the individual unit shows the direction in whi(fh 
research must proceed if it is to approach its goal. There is no 
room for arbitrary choice here. The fact that firms and house¬ 
holds are surrounded by prices and hold cash balances forciNs 
the economist’s studies in two directions. He has to stud\' 
their relationships with markets and with monetary systems. 

First, we have to study the behaviour, l(‘t us say, of the larin 
we were describing, when it is supplying rye and pigs under 
perfectly competitive conditions, how it reacts to price 
changes and lixes its supply, and also how it plans and acts 
when selling under monopolistic conditions or in other forms 
of market. The time factor has to be taken into consideration. 
In the short period supply from any unit to a market, say to 
the wheat market, comes out of the stocks on hand, that is, 
out of the stocks available till the next wheat harvi^st. In a 
somewhat longer period, for, say, the next year, the scale of 
production of the farm unit being given, supply will come out 
of current production. Over still longer periods the scale of pro¬ 
duction can be considerably altered, enlarged, or diminished. 
This kind of time-scale is important for most branches of pro¬ 
duction. The monopolist supplier of a good o\'er the quite 
short period does this out of stocks, ovct a somewhat longer 
period he takes as given the existing apparatus of production 
and looks for Cournot’s maximum point, and over a still 
longer period he selects and constructs out of all the possible 
scales of production that which seems the most favourable for 
him. Theoretical analysis of a supply monopoly has to study 
not only the case of the particular cost curve for a given 

7 * 
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producte apparatus, but also that for given stocks, and that 
lor an alterable scale of production. All three time periods are 
intereoniiected. The important problems of the reaction inter¬ 
val between changes in data and movements in prices and 
their elleets, and those of tlie so-calkd time '‘lag”, must 
be studied with the aid oi* a time-seak* such as this three¬ 
fold one. 

Total demand and sup}>ly in single spatially and tem¬ 
porally delined markets are made up of the actions of single 
linns and households within the fram(‘Work of tlu^ different 
market forms. For example, in the wlieat rnarkt't of a country 
supph over short periods comes out of a given stock; for 
medium j)eriods supply is from a given apparatus of pro¬ 
duction; and over long periods the scale ol' production is 
variable. 

The analysis of the individual lirm and household demon¬ 
strates the interdependenee of all markets. The third stage of 
the analysis lias to trace back total supply and total demand 
in particular markets to the data for the whole (‘xehange 
t‘conomy. Then if we add the conclusions obtained from 
monetary theory- which is also based on the analysis of single 
linns and households- we can get a clear understanding of the 
interrelationships betw(i(ui e\ cuts in the exchange' (‘conomy as 
a whole'. 

Furthe r study will show that what are data from the point 
of \ iew of the exchange economy as a whole, ee)rrcspond with 
those fe>r the centrally elire^cted economy as a whole. Here also 
they are six in number needs, natural resource's, labour, 
ste>eks of linished and semi-finished consumers’ goods, teedi- 
nical kne>wledge, and the social and legal organisation of the 
exchange economy. These, together with the empirical ruk's, 
determiiKi the workings of the interdependent exchange* 
economy as a whole. On them depend all issues of the direction 
of production, distribution, investment, technical methods, 
and the choice of location. Eeonomie theory has to show how 
they interact, in the excfhange economy as well as in the cen¬ 
trally directed economy. Certainly in the exchange economy 
they interact in quite a different way from in the centrally 
administered economy, where the needs to be satisfied are 
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fixed by the central authority, wliere eonsuiners are powerhiss, 
and where it depends on the plans of the central autliority 
what effects the data have. 

Everything that we said about the data for tlie centrally 
directed economy applies also to those for the exchange 
(‘conomy, for example, with respc'ct to natural resource's, the 
various needs, the distinction between natural resources and 
the services they yield, labour and its services, and the stock 
of goods being both a ‘‘datum” and a ‘‘problem”. There are 
only one or two important additions to be made. First, the 
distinction between what are data from the point of \'iew of 
the individual firm, and what from the point of view of the 
economy as a whole, of course, applies only in th(' (‘xchange 
economy and not in the totally centralised (‘conomy. Secondly, 
in the exchange economy there is no one taking as the data for 
a plan the entire range of what are data from the point of view 
of the whole economy, for there is no “total” plan, and thcTO 
are also no total “overall” risks, hi the Circhange econoniy there 
are planning data from the point of vieie of the individual units. 
Thirdly and rmally, the social and legal organisation of the 
ideal type' of monetary exchange economy must be taken to 
include the monetary system and the moiu'tary policy actually 
being applied, as well as the existing forms of markets, which 
it cannot do in a centrally directed economy. 

I^et us assume that in a centrally directed economy, or in an 
exchange economy, all of the six data for the economy as a 
whole remain for a long time unchanged. That is, no changes 
take place in needs, climate, quantity of labour, size and com¬ 
position of stocks, technical knowledge, and the legal and 
social order. What would happen in such an economy? The 
answer must be that the same processes would be repeated 
over and over again. Year after year the economic process 
would present the same picture. Values and prices would 
remain completely unchanged. The divergences between plan¬ 
ning data and factual data wx)uld gradually disappear. The 
controller of a centrally directed economy and the heads of 
firms and households in an exchange economy, would take as 
their planning data the realised ex post “factual” data of the 
previous year, and these planning data would regularly be 
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confirmed. There would be no divergence between expecta¬ 
tions and reality, and risk would disai)pcar. 

Such a condition may be described briefly as the “static” 
state. Obviously, it has never been realised historically. Large 
changes in data have been constantly occurring, occasionally 
only small changes, but never no change at all. The same 
things do not recur year alter year. But it is permissible to 
work analytically with such a notion. The static state is a 
possibilitif. 

In fact, the notion of the static state is indispensable for 
iiiiderstanding the interrclationshij)s of the real economic 
world. It is important because for an understanding of the 
economic process it is necessary to discover in what direction 
the economy as a whole is moving from any given initial con¬ 
ditions. At the same time it provides a basis for analysing 
changes in everyday economic life. By varj ing one datum at 
a time an understanding can be got of economic development, 
and in this way the notion of the static state is especially 
helpful. Tliis topic and the method of variations in general will 
be discussed later. 

There are also dangers in this notion of the static state, 
which ca!i easily be misapplied. Two misconceptions have 
p^o^’ed specially harmful. 

In the first place often a simjfle description of an assumed 
static state is all that is given. Then the notion of the static 
state is used to conjure away the real problems of economics. 
If one imagines a totally centralised economy in which the six 
data ar(.‘ unclianged the controller has almost noticing to do. 
lie repeats year by year his plans and orders, and the various 
parts of his community repeat their activities with the same 
regular rhythm. The authority is not faced with any new 
problems for solution. It can devote itself to other non¬ 
economic tasks. Constant repetition of the same conditions 
would provide the solution to economic problems. It is the 
same in any form of exchange economy. If all the data for the 
whole economy remains the same, heads of firms and house¬ 
holds have nothing to do but to repeat their orders, and in such 
a monotonous w^orld all actions w'ould similarly be repeated. 
The theorists wbo describe such a static state imagine an 
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exchange economy in which the eciuipment of produced means 
oi’ production, such as buildings, machines, and raw materials, 
is always kept at the same level, never being either increased 
or lessened. Why these produced means of j^roduction are kept 
at the same level is apparently of no interest. Having excluded 
this problem by assuming a static state, one diseox ers that the 
problem no longer exists. This ratluT jejune conclusion is 
uni’ortiinately often used to deny the existence of the impor¬ 
tant j)j‘oblems of the time-structure of production. Similarly 
there is no problem in the static ecionomy of wljy particular 
technical methods are applied. They are just “assumed”, for 
ichy they are api)lied cannot be explained by simply describing 
a constantly repeated economic process. Of course, the prob¬ 
lem of risk, in reality of central importance, also disappears. 
The economically static state, which takes all this as given, is 
of very little interest. Static analysis becomes interesting and 
important, in fact highly important, when the question is 
asked of how one particular combination of productive 
methods and resources is chosen from out of the billions 
possible. 

Secondly^ there are two (juite din’erent kinds of static state. 
It may be that all the means of production are used to the 
optimum (*xtent and all workers employed fully and in the 
best possible way. This would be a static state describablc as 
one of “complete general equilibrium”. On the other hand it 
may b(i that there are workers permanently unemployed, 
equipment unused, stocks stagnating, while those employed 
are not being used in the best way. That would be a static statt* 
without complete general equilibrium. It is a common mis¬ 
take to think of the static state of the Lausanne School simply 
as one of full general equilibrium, which in fact only comes 
about under certain special conditions, that is, under perfect 
competition in all markets, and by no means under all con¬ 
ditions. The assumption that the static state is alwaj^s one of 
general equilibrium is unfounded. 

To combine both these errors and simply describe a given 
condition of complete and general equilibrium, is to be content 
with a static analytical apparatus unsuitable lor the solution 
of real economic problems.^® 
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The Fo imdations of Economics 


III. INTERDEPENDENCE IN THE 
DIFFERENT TYPES OF ECONOMIC SYSTEM 

To study tiu* two main types of economic system in all their 
diflerent variants and how the economic process in its five 
aspects works itself out in each, is certainly a very extensive 
but not an impossible task. 

The (question at once suggests itself of whether all forms of 
eeiitrally directed (‘conomy and all idrms of market and 
rnonetar}' systi in must be treated se[)aratcly from the start. 
Must the analysis of each be carried out sc;parately, or can the 
solution of the j)robleins for a single ideal type be applied for 
the analysis of otlur types? Furtlu^r, can economic relation¬ 
ships as a whole be studied for a few ideal types and the results 
Ik- applied forthwith to other typ(\s? 

The answer is a threefold one. 

A. Solutions to the problems of one type of economic 
system arc oftt ii Jiot juerely useful but (|uite indispensable for 
solving those of another type of system. The history of 
economic theory olfcTs a wide range of exanij)les. The treat¬ 
ment of })riee problems is obviousl}' a relevant vase, A study of 
the exchange economy on the lines of Walras or Marshall with 
the purpose simj)ly of describing the price mechanism will 
yield some \ cry precise conclusions, but will not explain the 
full signilicanee oi' the interrelationships of an exchange 
econojny. It will not get liehind the scaffolding of the structure 
of prices and rewards as Schump(,‘ter describes it—wdiich 
conceals the living social process. It is quite different if one 
first studies the world of the simple centrally directed economy 
and aft(‘r that comes to that of the exchange economy. 
13ecaus(? the simple centrally directed (economy is controlled by 
one head, the ])urpose and relevance of all the valuations and 
actions are clearly explicable. The means of production are 
obviously \'alued and used in accordance with the needs to be 
satisfied. This method achieves wdiat a simple description of 
the pricing of the nutans of production in an exchange economy 
docs not achieve, that is, an understanding of the purpose 
behind the forming of the prices of the means of production 
and therefore also of costs. The study of the simple centrally 



Analysis of the Different Types of Economic System 207 

directed economy not only serves to explain the actual pro¬ 
cesses of* that type of economy as they have occurred his¬ 
torically, but also clears the way for an imderstandin^j of the 
exchange economy. To have seen this is one of the greatest 
s(U'viees of the Austrian economists. 

Again, anyone who has understood the interrelationshij)s 
and valuations in a simple centrally directed economy is on the 
way to understanding how valuations are made })y thc‘ form- 
ing of prices in an exchange (‘conomy and the meaning of 
changes in price r(‘lationshi{)s for the whole economic* systcTu. 

There is one (*ase in which studying together sevc'ral 
different economic syst(*ms or forms of market has a sjx’cial 
significance. This is in the study of an e^xehangc* economy in 
which the powers of gov(‘rnment are used for fixing or partially 
fixing prices. 

This ease? is a very common one. Wc* have* shown that it is 
not to be r(*garded as a special form of markc^t, b(*eause the 
fixing of pri(‘es may follow upon any of the* dilferemt kinds of 
open and closed markets. It is therc*fore a s])(*(*ial f»as(‘. In this 
case too the price is a datum for the whole economy and is no 
longer a problem. It is not for the economist to follow out how 
it may have been arrived at, for in such a ease* as this, and in 
this ease alone, he would be passing beyond the boundaric*s of 
his given subject-matter. There* is simplj^ a direct decision by 
politicral authority. Nevertheless, it is often not understood 
that theoretical analysis of this case is indispensable. The 
(question remains as to how large supply, demand, and ))ro- 
du(?tion are at the j)rices fixed, and how in general the course 
of economic events is inllueiiced by pric’c-lixing. 

Let us assume that the wages for textile workers in a ecu’tain 
country are from a particular date onwards fixed olli(*ially, 
being raised from their previous level. How does the rise in 
wages affect the economic process? B(‘fore we can answer this 
question wc must liavc an answer to the question as to the 
previous form of mark(*t and the way in which wages w^ere 
fixed. It may have been monopsonistically, that is, the 
workers in competition with one another faced a mill-owner 
with a monopsonistic position in the labour market able to 
force down the wnge below the marginal product of labour. 
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Alternatively, conditions of perfect competition may have 
existed. Also of importance is the question of how the textile 
firms marketed their goods, whether competitively, mono- 
]K)listically, or in some other way. The level of wages and the 
( xtent of emj)loyment and of labour ofiered will differ accord¬ 
ing to the answers to these questions. It is senseless to study 
the ollicial fixing of wages, or any other form of ofiicial price- 
fixing and its effects, without having in advance a thoroughly 
clear picture of the previous conditions on which the authori¬ 
ties interve ned with their official price-fixing. 

Tlie study of official price-fixing also requires a previous 
theoretical analysis of the centrally direete^d economic system. 
Halting the j)rice mechanism leads in certain circumstances te) 
a central authority directly controlling the economic process. 
Raising the price of timber by ofiicial price-fixing is then fol¬ 
lowed by the distribution of timber to purchasers by a central 
authority. Selecting which requirements are to be met and 
whicli not is no longe r done by pricing, nor left to accident, 
but is done by rationing, and that, as we know, is a procedure 
belonging to the c('ntrally direct('d economy. 

B. Among the different forms of centrally directed economy 
and the many \ arieties of exchange ('conomy, t wo models have 
a sj)ecial imj)ortance. The analysis of them is of little direct but 
of great indirect value, sinc(* they serve to prepare the w'ay for 
the analysis of a \’ery wide range of tyjx's. I refer to the 
smallest variant of the centrally directed (*cononiy, the simple 
economy of Robhison Crasoe^ and secondly, the primitive 
variant of the (‘xchangc; economy, ihe barter economy. 

(1) It has been disputed whether Crusoe analysis has the 
slightest value. Diehl, Spann, Cassel, and many others agree 
that he is useless conception. Men conduct their economic 
life together in society and the economy of human beings is 
essentially social. In no period of history have men lived their 
economic lives in isolation from one another, neither in pre¬ 
historic nor in historical times. Certainly, there have always 
been single cases of men living for days, weeks, or years by 
themselves, like the prophets of old in the desert and airmen of 
to-day who come dowm in remote regions. But these are 
exceptions of no importance historically. The conclusion may 
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therefore be drawn, as was argued by Diehl, that “For the 
purposes of our science only individuals living in a community 
are of significance, and Rolunson because he lives his economic 
life alone, is of no interest for the social economist.” What is 
the Tise of C’rusoe analysis for solving the economic prol)lems of 
contemporary industry or oth(‘r (questions of social economics? 

Ousoe analysis arose particularly in the eighteenth century 
out of the philosophy of the Enlightenment. He was intcndc^d 
to prove that a natural impulse towards religion, morality, and 
law was alive in men. If contemporary economists were to 
work with Robinson Crusoe they would have to take a par¬ 
ticular individualist point of view as their starting point. 

Although men seldom economise in isolation, this particular 
ideal type is of special value for an understanding of the social 
economy. Two characteristics make the concept of Rol>inson 
Crusoe a specially valuable theoretical instrument. For a man 
w-ho has to answer the basic economic ({la^stions by himself 
alone, the facts of economic life emerge wdth s])ecial force. The 
subject-object relation is here <|uite clear and recognisable. 
This is closely connected with another valuable quality of the 
Robinson model. In this small-scale variant of the centrally 
directed ('conomy it can be explaim^d without didieulty how 
every single (icouomic action fits together as part of a whole 
interrelated system. It is comparatively easy to w^ork out the 
system of ideas by w Inch interractions in the economic process 
arc alone to be understood. Tfie (Vusoe type of economy has 
thendbre a far greater significance than its comparatively rare 
historical occurrenct* suggests. C rusoe analysis is not sim])ly an 
unreal theoretical pastime, but provides analytical tools by the 
aid of which difficulties in the study of social economics can be 
overcome. Not that we imagine that the social economy con¬ 
sists of a number of Robinson Crusoes. That is certainly not 
the case. Crusoe aiifilysis is relevant for the system as a whole 
and for its interrelationships. From the study of Crusoe’s 
system as a w^hole w^e can gain a far clearer insight into the 
much more obscure interrelationships of the social economy, 
whether of the centrally directed or of the exchange type. 

Crusoe analyses are, then, preliminary studies, and regular 
and persistent use should be made of them. It can be very soon 
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seen that they are worth while when us(‘d as an auxiliary 
method. This is sometlung quite different from the former 
“Robinsoniad philosophising, with the value or lack of value 
of which we are not eoneeriied here.^" 

(2) In t:h(‘ barter (‘eonomy we recognise one of tfu* main 
forms of ('xehang(‘ economy and a })redeeessor of th(‘ much 
more important monetary economy. We know that men have 
bartered with one anotlier in prehistoric time's in Euro])e, in 
the ancient world, during the Middle Ag(‘s, and partly also 
since the Re'naissanee, as well as in otluT cultural regions. We 
can construct the type of a barter economy by abstracting 
from lustorv this aspect of su(‘h economies. At one time the 
barter economy was of great importance historically, but this 
has dwindled away with tlu' advance of money. Here again, 
however, the importance of such analysis is not measured by 
tlie historical importance of this type of systt in. Tlu* analysis 
of the barter economy is specially signili(*ant as a pn liminarv 
study for that of the numetary (‘conomy, which is how the 
classical economists used it. In order from th(‘ outse t to exclude 
the influ(*ncc of money on the economic proc(‘ss in an (xchange 
economy, they analysed a barter economy. In order to keep 
vividly before tliern the streams ot “real goods they imagined 
themselves in a world without money, that is, without any 
geiUTally recognised means of (*xehangc. They had much suc¬ 
cess with this model. Th(*v successfully disproved the mistaken 
doctrine of gc'ueral over-produ(?tion, which had been bas(‘d on 
th(‘ false notion t hat total supply and total (hauand we re two 
quite separate (piantities, and that the former was apt to run 
ahead of the? latter. Say and James Mill, among otheus, by 
treating the problem in a barter economy could show wh(T(‘ 
the error was, an error which in the form of so-(‘alled pur- 
(»hasing power theories is still influential to-day. Anyone who 
offers goods on the market, say shoes or cement, can be shown 
at once in the barter (‘conomy to have the will to demand, 
otherwise he wmild not appear on tluj market. At the same 
time he has the ability to buy goods in that he is offering 
cement or shoes. Disturbances in the barter economy can only 
arise through particular mistaken estimates of demand and 
supply. 
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The classical economists luivc Ix cn accused of holding that 
th(? barter economy corresponded with the normal form of 
(economy? and that all (‘eonomic problems could be solved by 
its study. Also, that tlu‘y only allotted money a subsidiary 
role, and did not recognise that in the monetary economy it is 
an extreinely active facte^r. However, even Say and James 
Mill added to their proposition the rider that changes in 
monetary circulation could bring about general losses, though 
tlu*y did not follow up this argument. Others like Hume or 
Ricardo realised that rnoiu'v was not simply like a \'eil cover¬ 
ing the actual inoN cments of re al goods, and that the economic 
process in a monetary economy cannot be explained sim])ly by 
applying tlie results of barter analysis. OtluTs, like the later 
theorists ol' the eurrenev school, laid grc'ut emphasis on the 
influence ol* changes in the cpiantity of money on the tidire 
course of events in an exchange* economy, and have described 
them in detail. Against all these writers the accusation is quite 
unfounded. 

Modern students have examined the relationships between 
the monetary and the barter economies more closely. Swedish 
(•(•onomists, in particular Wicksell and Lindahl, have shown 
that th(; diirer(‘ncc‘s bet ween a monetary and a barter economy 
an* very great, ajid that a monetary economy cannot be 
regarded simjily as a more advanced stag(* of barte r economy, 
but rather that in conscfepiencc of tlu^ use* of money tint 
economic process take*s (piite a dilTerent course from what it 
does without it. 

Nevertheless the analysis of the barter economy remains 
valuable as a preliminary study. Without it there is a danger 
of the real basic relationships betw^een goods being overlooked. 
The discussion of'‘saving” and ‘’‘investment” w^ould certainly 
gain much from not b(‘ing conducted purely in terms of 
monetary and banking technique, being started instead from 
a study of tin* basic fact of tin* time-structure of production in 
a barter economy. 

C. To arrive at a theondical solution by first putting one’s 
questions in respect of a series of skilfully chosen models, has 
proved a h(*uristic method of th(* first importaiict? in the treat¬ 
ment of most problems of economics. The application of this 
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procedure, by which the question is formulated and answered 
first for simple and then for increasingly complicated sets of 
conditions, calls for much scientific discretion. 

Because the sets of conditions in particular economic sys¬ 
tems or particular forms ol’ market or of monetary system, 
are never the same, the tlu^oretical results of tlie analysis of a 
single type can never be directly taken over as propositions 
about interrelationships in other types of system. The courses 
taken by the economic process in tin? two extreme forms, the 
totally centralised economy and the perft'ctly eom])etitive 
eeonom\% show certain similarities. It can be shown that the 
controller of a totally centralis(‘d economy can in some cir¬ 
cumstances direct the economy in a way similar to that in 
which it j)rocecds under })erfect compe^tition. This should not 
mislead one into belu^ving that the course^ of economic events 
must n(‘e(^ssarily always be the same, nor that the analysis 
of one model can be substituted for that ol‘ another, (ireat 
dilTerences remain. In the one eas(^ a single will and a single 
plan decides to the exclusion of all others, in the* other case all 
the households and firms decide. The distribution of power is 
quite different in the two cas(\s, as we shall later be discussing. 
In the former case there is no free consumer's choice or free 
choice of occupation, as there is in the latter. Men live in two 
quite dilfcrent economic worlds. The whole course of liconomic 
c\’(‘nts proc(‘cds quite diffcixaitly. 'riiesc* great and various 
differences cannot be rcanoved or srnootlied out by false 
theories of c(|ualitarianism. 

The analysis of dillcrent economic systems and their various 
characteristics must be used mutually to assist eacli other, but 
the results must not be directly taken over, nor should certain 
conclusions be regarded too hastily as universally valid. Such 
universally valid results, that do not depend on the variety of 
forms in the real world, do exist, for example, certain pro¬ 
positions regarding costs. But which results arc universally 
valid only becomes clear when the different individual forms 
have been analysed. 

The history of economics is full of attempts to find a short 
cut which avoids the tedious study of the numerous different 
forms of organisation, and which leads to a uniform theory 
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beyond, or without regard to, the existing multiformity in the 
real world. In many eases it is the economic system of perfect 
eom})etition in all markets that is studied. Such “monistic” 
systems are misleading because of the simplicity of their con¬ 
struction. They do not correspond to the actual multiform 
economic life of the present day or of the past. This divergence 
is important when concrete problems have to be solved, that 
is, when the theory has to be applied. The struggles for power, 
for example, of partially oligopolistic oil combines, or of those 
many varieties of powcTful bodies so important in the 
e(ro]iomic world of to-day, cannot be explained by means of a 
“ monistic” system.'^® 

IV. THE DATA 

A. It is of essential importance in all theoretical studies to 
grasp what the data are, to realise tlu^ir limits, and to be able 
to work with them. 

As we saw, data must not simply be “assumed”, and in 
ascertaining them everything arbitrary must be excluded. The 
basic fact about all economic actions is that they are deter- 
minc'd by plans, and this brings one to the distinction between 
planning data and “factual ” data. Wc can now arrive at some 
furtluT general propositions regarding the nature and functions 
of the diH’erent kinds of data. 

(1) Data, from the j)oint of vi(^w of the economy as a whole, 
are those facts which determine the nature of the economic 
world without themselves being economic facts. On coming up 
against these data theoretical explanation has to break off. 
The task of theory is to follow out the necessary relationships 
as far as the particular set of data, and in the other direction to 
show how the course of economic ev ents dej)cnds on the data. 
Economic theory cannot show how these data come to exist. 

Count less facts of nature and history and all sorts of illusions 
and iinponderabilia affect the day-to-day course of economic 
events. All these; factors exercise their effects through the 
planning data and the “factual” data, and only in this way. 
One natural or historical hict can shape a number of data; for 
example, when a cold winter affects the data for both needs 
and natural resources. Or it may be that the differences in 
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racial characteristics between, say, Norwopians and Negroes 
affects the data for the supply of labour, for needs, for tech¬ 
nical knowledge, and for social and h'gal organisation. 
Similarly the abolition of illiteracy and the introduction of 
compulsory education in Europe during the last hundr(‘d and 
fifty years constitute a change in tlu' data for labour, needs, 
technical knowledge, and social and legal organisation. Th(‘ 
victory of Calvinism certainly had tlie most profound effects on 
the course of economic events, and altered such data as the 
supply of labour, the social and legal organisation, technical 
knowledge, and needs (in that gr(‘ater em])hasis was laid on 
future needs, that is, on saving). 

(2) The argument tliat economic theory must stop short 
when it comes up against the data also applie's to cases where 
two or more data are interacting on one anothf r. 

An historical!}' important example is that of inventive 
activity. The history of tecdmical knowledge? shows very 
clearly that its ext(Mit is closely related with th(‘ social and 
legal organisation of a community. The r(‘^^olutionary changes 
in the economic order at the end of the eighteentli and the 
beginning of the nineteenth c(‘nluries, and the removal of the 
countless restrictions on t(*chnical nu^thods, were a \ igorous 
stimulus to the invention of new proeess(‘s. Also, th(‘ passing 
oi the new patent laws which afforded a certain limited pro¬ 
tection against imitators, probably incn’ased the number of 
inventions. The change in one datum resulted Iutc in the 
changing of anotluT. But the causal cjonnection was between 
the data only. Tlicre was no economically necessar} relation 
between a change in social and legal organisation and an 
increase in inventive activity. Other assumptions of an intel¬ 
lectual, psychological, or material nature had to be satisfied in 
the countries concerned, if legal reforms were to be followed by 
an increase in the number of inventions. The causal con¬ 
nection is not of an exact theoretical kind. For the theoretical 
economist, the social and legal organisation and technical 
knowledge are both given, independent (piantitics or data. 

(3) Economic facts or events, thems(‘lvc*s the result of 
certain conditions or data, can in turn react back on the data 
for the economy as a whole. 
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This reaction always follows indirectly and is therefore not 
accessible to t lieorctical analysis, which at best can only show 
the direction in which a change in data could arise. For 
example, in a local labour market for the clothing trade th(* 
wage's oi‘ home workers may be kept down at a very low level 
by moiKipsonistie conditions. Th(‘ low level of wages (;auses 
the state' to intervene and fix wages for home workers. Here we 
liax e the data for social and le*gal organisation being ehangeel 
by the* economic i'act of the le^x e*! of wages. Nev'crthcless t he 
economic fact docs not shape the* data in the same way in 
which the data shape economic events. The reacition is indirect 
via the j)olicy ejf the state*. Whether the state authorities react 
te) the low leved of wages by removing the me)ne)psonistic ce)n“ 
ditions depends e)n the constitution of the state, the pe>litie*al 
pejlie*y of the leaeling statesmen, the attitude e)f the e>ificials, e>r 
the inlluen(*e e)f the workers on the political authorities. Cem- 
sequently, the eomiection between the low level of wages and 
the change in the organisation of the labour market cannot be 
exj)lained l)y (*conomic theory, which at the most can indicate 
that interx ention by the state minht rc'sult. 

liCt us take a furth(*r example. Heeause of a change in data 
the pric(* of coal falls markedly and numerous mining enter¬ 
itises get into dilliculties. Some enterprising technicians find 
ch(*mists try successfully to find cheaper methods for getting 
coal and better uses for it. "Technical knowledge’' has 
changed, and in this way costs are reduced and profits raised. 
In this case also, according to a pattern which has been 
repeated many times and in many branch(*s of production 
during tin* last century, an (economic fact (that is, a fall in coal 
prices) resulted in a change in data (that is, in technical know¬ 
ledge). Here too it is cl(*ar that while technical knowledge has 
a direct inlliu'nce on economic events, the reverse influcncre of 
economic events on technical knowledge is indirect and not 
inevitable. They are often not fully operative and depend to 
an important extent on the ability, enlightenment, and energy 
of the technicians and on many other non-cconornic circum¬ 
stances. The theoretical economist cannot, of course, maintain 
that a fall in jn'ice in relation to costs must lead to an increase 
in technical knowledge and a lowering of costs. He must 
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confine himself to pointing out that the economic facts, which 
he can exj)lain precisely as a result of the data, might give 
a stimulus to a change in one of the data—that relating to 
technical knowledge.^'* 

(4<) The data from the point of view of the system as a 
whole constitute the frontier line up to which theoretical 
analysis is to be pursued and at which it has to break ofl*. They 
are not data from the point of view of economic policy. 

It is rather the reverse that is true. Economic policy, 
whether interpreted in a broad or narrow sense, takes efleet by 
altering th(‘ data. When the slate prohibits cartels or expands 
credit, or reforms technical and business education, it is 
altering the data. Pressure groups are similarly striving in 
their economic policievs to bring about changes in data by 
nK‘ans of state-regulated prices, or by prohibitions on 
movement into a trade or on imports. 

Also, the elforts of economists in ])reparing the way for an 
effective economic constitution arc directed at shaping the 
data for the social and legal organisation in a particular way. 
Naturally, th(j results of theoretical analysis are used; but 
theoretical analysis itself breaks off at the point where it 
reaches the data for the society as a whole. 

B. In dealing with th(' data and fixing their limits the 
following mistakes are particularly common. 

(1) The frontiers are sometimes fixed too ambitiously, so 
that problems are subjected to theore tical analysis which can¬ 
not be solved by such methods. 

An example of this is the Ricardian theory of wages. 
Ricardo treats the supply of labour according to exactly the 
same principles as the supply of goods, on the extent of which 
price is dependent. In the long run that quantity is supplied 
which results in a pricc‘ which precisely covers the costs of pro¬ 
duction. Ricardo treats the supply of labour in exactly the 
same way. The natural price of labour enables the working 
class to (;xist and rc'producc itself without either an increase 
or decrease in numbers. A rise in the market price for labour 
above, the natural price brings an increase in supply, since the 
higher level of wages stimulates the grow^th of population. A 
fall below the natural price results in a decrease in the numbers 
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of the working population owing to distress and poverty. At 
every point Ricardo simply applies his reasoning about the 
production of goods to the labour force. 

Here is an inadmissible violation of the frontier between 
what is given and what is not given. Tlu‘ grow^th and decline 
of population depend indirectly on so many natural political 
and psychological facts that a necessary relationship bc^tween 
the level of w^ages and the size of the population does not 
exist. Ricardo takes the size of the population as a “problem” 
to be answxTcd w'ith the aid of economicj theory, and not as a 
datum for theory, which is what it really is. No wonder that 
this theoretical doctrine has not been confirmed and that the 
cojinection he claimed to exist between movements in wages 
and movements in the number of w orkers is, on the whole, dis¬ 
proved. The theory fails because it applies its methods of 
analysis to problems beyond the frontic^rs of what arc data 
from the point of view of the economy as a wdiole. 

(2) The frontier may also be drawn too narrow ly. A fact 
wdiich presents a problem for the economist is postulated as a 
datum. This is a mistake that is often met with and w hich has 
had dire results, for example, on the treatment of probh^ins 
of the stocks of produced means of production. It must be 
r(‘Cognised that the frontiers here are b(*ing drawn unduly 
narrowly and that what is being postulated is not really given 
to the (jconomist. If the produced means of production are 
regarded as an inexhaustible fund of income, or if the |)rocess 
of production is seen as one in which so-called durable “real 
capital” has the role of an original factor of production, then 
the produced means of production w ill be treated as a datum. 
Some theoretical economists argue that th(TC is no reason w hy 
one should not proceed in this w^ay. The manager of a firm 
does so. He regards the existing buildings and machinery as 
given. The economist, therefore, should not proceed wdth his 
analysis beyond the given capital goods. He wull only get 
caught up in pseudo-problems or in some infinite historical 
regress of no economic interest. 

The problem is, of course, not of the past but of the future. 
The stock of produced means of production is never from the 
economic point of view simply a datum. The managers of a 
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railway, for example, in their daily and longer-term plans 
reckon with the existing stock of w^agons, track, and engines, 
hut th(‘y must also in their present plans make decisions about 
dej)reeiation, maintenanee, extensions to the track, and new 
rolling stock. The productive apparatus at any giv(‘n moment 
is not only a datum, for at the sanu* time its maintenance, that 
is, its imnu diate and more distant future, has to he cared for. 

Kcononiists must not evade this fact, as they do if they take 
so-called "‘real capital’', that is, the durable produced means 
of production, simply as a datum. It never is that in any 
economic system. It always presents an eeonomie problem. 
The (‘(|uij)ment of durable means of production, which will 
he in (‘xistence in one, two, or three years' time, depends on 
(‘conomie plans and actions which are being initiated or com- 
ph ted now, or which will he formulated and carried out in the 
immediate future. The nature and extent of this e(iuipment 
will he the result of economic actions. It is therefore inadmis¬ 
sible for th(' economist to take it simply as a datum. 

(8) Chang(‘s are postulated which are not changes in the data 
for th(‘ whole economy, but are themselves eeonomie facts. 
This is a misuse of tlu' method of variations whi(*h makes for 
superficial and ineomph'te answers to the problems involved. 

The most frecpient hut not the only form in which this mis¬ 
take' appears, is that of studying the problems of an exchange* 
e*cone)my by starting fre>m variations of particular prices. 

Fe)r cxamj)le, in seeking an answer te) the problem of how the 
j)avm(*nts anel claims betwe^e'ii two ee)untries are brought into 
eepiilibrium, that is, of he)W the balance e)f payme nts comes 
ijite) balance', the fe)llowing theoretieral argument has been 
useel since' the elays of the (classical ecemomists. The* e xchange 
rate for a country’s currency rise's or falls for some unspecified 
reason and the; e|iiestie)n is then asked as te) how the adjust- 
nu'nt will work itself enit. Following on this kind of fe)rmula- 
tie)n of the 2 :)re)ble*m there will conu' a deseriptiein of hi)w^ a fall 
in the' exchange rate leads to an increase in expeirts and a 
decline in irnj^orts, and how gradually a lasting equilibrium in 
the balance of payments would come about. It was thought 
that by doing this a problem had been solved. This was 
hardly so, for the question was incompletely formulated and 
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therefore the answer was also ineonip]et(‘. Tlie change in prices 
in the foreign exchange market was ultimately the result of an 
alteration of one or of several of the data. Tliis aspect of th(‘ 
probhan is simply avoided by se])arating off tlie economic? 
events iji a single market and then simply showing what 
equilibrating forces are active in this single market and no 
more. "‘It must be ejuite clear that with the ejuestion J'or- 
mulated in this way a complete theory of the mc'chanism of 
adjustment in the balance of payments can never be worked 
out. Only a partial solution (?an be arrived at if the (|uestion is 
l(?ft open of how the (original eejuilibrium in the foreign ex¬ 
change market was upset. The answer is bound to be super¬ 
ficial, as it do(?s jiot go into the changers in the economic 
process which brought about this change in the foreign 
exchange market” (F. W. Meyer). 

The (juestion must he framed in a didere nt way and more 
comprehensively. The whole (x?onomic life of the two countries 
must be kept in view, and what must bc‘ assumed is the v aria- 
tion not of a price but of one of the data for the whole (economy 

-for example, extreme cold resulting in a bad harvest, or the 
discovery of large ore deposits, or an invention applicxl first in 
one country only, or a strike, or changes in the needs for food- 
studs, meat, or vegetables. The questiem thcai is how, in spite 
of this variation in data, the payments by and to a country 
will be kept in balance, and wdiat equilibrating forces are at 
work. It is now clear that shifts in the prices and economic 
processes in the two countries are the main equilibrating 
fa(;tors, and that the mechanism of tlu' exchange? rate is 
simply residual in bringing about equilibrium. Only if the 
probl(?m is formulated in this complete way, starting from an 
alteration in the data for the whole economy, can a solution be 
obtained, which incidentally is in this case of great impor¬ 
tance* for ecojiomic policy. 

(4) There is a fundanu^utal misunderstanding in the 
objection, which might be and has been made, that if theo¬ 
retical explanation of economic events stops at the data for 
the economy as a whole, the important and really relevant 
relationships are missed, that is, those between economic phe¬ 
nomena and history and politics. 
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Exactly the opposite is the case. Only with the aid of a 
system of data can the connections between liistorical, 
political, and economic events be clarified. All political and 
historical happenings can be summarised as changes in data: 
whether it is Home gradually becoming the master of the 
Mediterranean lands, or the French Hevolution cremating a new 
type of mode rn state, or the Russian state* at the beginning of 
the nineteenth century being translbrnu‘el by new peJitical 
prinei})les, eir the much more extensive* claims e)i‘ elefence* 
pe)lieie‘s in all the gre^al slates between 1011* and 1918 anel in 
the subseeiuent elee?ade*s. In all suedi eases a e*hange in data for 
the whole e eeaioniy has taken plae‘e, in partie*ular in the eiata 
“k*gal and se)cial e:)rganisation“needs’', '‘labour”, or 
“ te‘ehnieal kjiowledge 

In so 1‘ar as theory by means of abstraetiou and ideal types 
shows how the data determine economic events, it is a suitabli* 
instrument for ex])laining the relations betw(‘en historical and 
])olilieal facts and economic events. Exaetly the same is true 
about particular economic poliei(*s. They too represent changes 
in data, as, for (‘xaniple, wluai a (rreek city-state of the 
fourth century n.c. sets up a wheat mont)poly, or vvlu*n Queen 
Elizabeth fixes wag(‘s at a particular Icivcd, or when the 
German Reich gives a bank the exclusive right of note issue or 
reorganises the labour market or the taxation laws. Economic 
theory cannot demonstrate uchy the (h’cek city-state intro¬ 
duced a wheat moiu^poly, or tchy Queen Elizabeth intervened 
in the fixing of wages. These arc questions which can only be 
understood from the general historical situation of the country 
and the epoch. Because economic theory demonstrates pre¬ 
cisely how economic facts result from the data, its application 
makes it possible to understand the economic effects of these 
changes in data. There is no other way. 

There must be a distinct frontier line between what is to be 
taken as given and what not. Unless there is, and unless theo¬ 
retical analysis keeps within this frontier, history and theory 
cannot be combined. 

The result is a fatal confusion, of which an appalling 
example may be found in the economic doctrines of Adam 
Muller.®^ 
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THE ECONOMIC SYSTEM AND THE COURSE 
OF ECONOMIC EVENTS: 

THE THEORY APPLIED 

I. Tfie Understanding of the Different Economic Systems 

II. The Understanding of the Course of Economic Extents: The Theory 
Applied 

III. A Simple Case 

IV. Economic Development 

V. Econo7nic Power 

THE FIRST OHJKc TiVE of tlic ccoHoniist, let US repeat, is a 
scientific understanding of real economic life. He has n^acihed 
this when he has answered two questions for every country 
and every period: that of the structure of the economic system, 
and that of the relationships in the course of economic events 
under that systcTu. Both questions have proved difticult to 
answer. It is clear that the usual path of taking cross-sections 
of economic history and constructing theories for each, docs 
not lead us to our objective. We therefore started on another 
path. 

Those who work with cross-sections of history construct 
their types by means of "‘generalising” abstraction, that is, by 
standing back from reality and disregarding detail. Because 
they do that the results they achieve do not correspond with 
the facts of tlie economic world and are unsuitable as a basis 
for theoretical work. From the start we have taken the 
opposite direction, trying to penetrate as far as we could into 
the workings of actual households and linns, and concen¬ 
trating on detail. We might compare the “stages” and 
“styles” of economic development, intended as they are to 
represent the normal economic life of a particular period, with 
the silhouette of a town as one sees it at a distance. Our 
method, on the other hand, is to penetrate to the heart of the 
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town and study the individual houses from cellar to roof. 
Each single' economic phenomenon must be thoroughly 
studied. By abstraeting the significant eliaractc'risties we have 
arrived at the ideal types of economic syste'rn, the various 
forms of centrally directed economy, the market forms, and 
th(' types of monetary system. Examples t>f the different forms 
of organisation were found in liistorv and diseoN cred by study¬ 
ing past and present facts. 

It may be ask('d what we intended to do with this morpho¬ 
logical system? The single forms we have combined together, 
although taken from actual observation, are not replicas of 
actual economic phenomena. They arc' not photographs or 
pictures and are not intended to be. Nor do they seek to 
dc'seribe a particular historical milieu. VVe haxe sliown that 
bc'cause they rc'prcsent simple and clear sets of eonditiojis they 
sc'rve as a basis for arriving at th('oreti(*al conclusicms, that is, 
general propositions about necessary relationships. This com- 
pletc'd one essential ste}> in our analvsis. 

We are now c'oncc'rned with the (question of the' use of this 
morphological scheme of idc'al type's of economic system and 
their variants; and of the use of theoreti(*al propositions in 
understanding the real economic* world. Can we do better 
than the numerous procc'dures w c' have already criticised, and 
arrive at a scientific understanding of the economic w^irld, 
and have we therefore beem justified in taking the path w^e 
have? 

Our answer is in the aflirmative. We maintain first that by 
applying this morphological scheme we can successfully under’ 
stand the framexcork and structure of the economic system in 
every peiiod and of every people. 

Secondly, tec maintain that tvhen the theoretical propositions 
are applied they are found to be suitable instruments for under’ 
standing the course of the economic process under any actual 
economic system. 

In these two ways we can get beyond superficial everyday 
impressions to a scientific understanding of economic prob¬ 
lems, and not only of present-day problems. It remains to be 
shown how this is to be done. 
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1. THE UNDERSTANDING OF THE 
DIFFERENT ECONOMIC SYSTEMS 

(1) Anyone visiting Japan to-day to study the eeonorny of 
the country would, (juite rightly, first try to study the struc¬ 
ture of th(‘ Japanese economic system. If h(‘ confined himself 
simply to looking at households, farms, industrial under¬ 
takings, banks, etc., in their almost unlimited interrelations 
and interdefiendence with one anotluT, and relied simply ou 
direct observations, he c‘ould not diseovcT any system. If lu^ 
tried to make use of the ‘‘stages” and “styles” of economic 
developni(‘nt, he would find that they were inapplicable to his 
ease and contributed nothing to a knowledge of the contem¬ 
porary .Japanese economy. From th(‘ start lu* would fail in his 
attempt to understand economic reality. 

Having diseoxered the .diflerent types of economic system, 
the mark(‘t I’orms, and tht‘ main forms of monetary economy 
and monetary system, we start from a different position. This 
morphology gives simjily the basic forms of organisation which 
are not arriv(‘d at l)y s})eeulation or deduction. Sombart tri(‘d 
to deduce them from the notion of an “economy”, opening the' 
way to every kind of subjective arbitrariness. Here they have 
been worked out from precise observation of the facts of 
economic history, and from analysis of how actual economic 
jilans are arriv(‘d at. These types are the basic forms to be 
found in the real economic world. 

A successful understanding of the structure of an economy 
can only b(' achieved when we have understood and appli(‘d 
the basic forms. 

Let us take a recent example to show how this can done, 
namely, that of the (German economic system of 1940. What- 
ev(T part of it we study, wc find combinations of central 
direction and the exchange economy. Every head of a Jarnily 
was aware of this direction, for if he wanted to buy ibocl, 
clothes, and other goods, he had to have not only money but 
also ration cards. Similarly a manager of a firm in making his 
purchases required not only money but a licence. Closer study 
shows that central direction was the predominating element 
in the structure of the economy. It was to be found partly in 
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the simple centrally directed economies of the farms or in 
urban households, but above all in the central administration 
ol‘ the economy. In agriculture, the individual farms certainly 
still formulated their own economic plans in so far as they 
were still operating in an exchange economy. Hut this multi¬ 
tude of individual plans was decisively alTected by the “total” 
plan of the central authority created by the comprehensive 
administrative apparatus of the Food Authority for the Reich 
{Heichsndhrstand). As a consequence of the ollicial price rc^gula- 
tions for goods and foreign exchange, the economic system was 
mainly controlled in its industry and trade not by prices and 
price lluctuations, but by the central administration, which 
allocated raw materials and half-finished goods with the help 
of a system of (piotas. The direction of the labour force was 
also largely in the hands of the central controlling authorities 
and only partially d(‘pendent on the plans and intentions of 
eritre[)reneurs and workers. 

Many widely dilfering forms of central direction and of 
mark(‘ts and monetary systems were; to b(^ found. In so far as 
consumers only r(‘C(aved goods in rationed quantities the first 
or second form of centrally directed economy existed, and the 
third form inasmuch as they obtained iinrationcd goods 
according to their own (»hoiee, though the production of these 
was mainly under the control of the central authorities. The 
state control of j)rices was exercised in many dilferent forms of 
niark(‘t, in op(*n and closed markets and under bilateral 
moiio])oly and |)orfect competition, and in each case had a 
different significance. 

This method ol’ approach, that is, the application of our 
morphological system to actual cases, enables us to understand 
the; details and character of each economic system. Individual 
detail does not disappear^ but is fitted into a system and thus 
becomes properly comprehensible. If we compare the economic 
system of (JtTinany in 1940 with that of the same country in 
1930, wc would notice a number of differences. Many impor¬ 
tant decisions had been transferred from the entrepreneur to 
the Reich authorities or to organs of the central administra¬ 
tion. There had been changes in the functions of cartels. The 
impf)rtance of the banks had diminished. Money had a changed 
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significance. Details such as these, and many others, would be 
put in their right context by applying the morphological 
system and understanding the framework of the German 
economy in 1980 and 1940. Each single point would help to 
reveal this framework in the two cases. liy 1940, with the rise 
of the centrally administered system and the decline of the 
market system, the decisive plans were no longer being made, 
as they had been in 1980, by individual units, but by oflicials 
of the central administration. The entrepreneur had become 
simply the executive organ of these authorities, possessing 
certainly some independence in the making of his plans, and 
also.as in the exchange economy—bearing risks. 

In 1980 cartels were associations of independent under¬ 
takings lor purposes of excluding competition, that is, they 
belonged to an exchange economy. In 1940 tlufy were mainly 
instruments of the (central administration. In the different 
economic system, though they retained something of their 
original purpose, their role had altered. Further, if the banks 
in 1940 w(Te of much less importance in the control of the 
economic system than they Inad been in 1980, the explanation 
is partly that the extent and direction of investment in 1940 
depended on the officials of the central administration and no 
longer on entrepnaieurs, and partly that businesses had 
become extremely liquid and therefore in no need of bank 
credit. This was connected also with the freezing of prices and 
with rationing. We know how the function of money changes 
with increasing central direction of an economy and this 
change of function was very noticeable in the years before 
1940. It is easy to understand the single phenomenon and its 
changes when one sees it for what it is, part of a whole system. 

It would be a mistake to want to construct further pure 
forms in addition to those we have already found. We might 
want, in order to characterise the (Jerman economy of 1940, to 
construct another pure form, that of the controlled market 
economy, as a third form along with those of centrally directed 
and exchange economies. The peculiarity of the German 
economic system of 1940 really consisted in its representing 
a particular combination of pure forms. Elsewhere and at other 
times these same pure forms have been combined in other 
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ways, and it was not in 1940 a (^ase of a new form. It was the 
contrast l^etwccn the elements of central direction in the 
eeonom\ and those of the exchange system, which was the 
ess(‘ntial characrtcristic of th(‘ (iennan economic system in this 
case, and it cannot be undcTstood, if this contrast and the 
\'ariety of forms realised in it, are disregarded. 

One must guard against being so iinpr(‘ssed by the 
characteristics of a contemporary economic system as it exists 
at the moment, however varied the forms represented in it may 
be, that one intcTprets it as a new form. A eomparisoii of the 
(German economie systems of 1940 and 1946 shows them both 
to be *‘eontroll(‘d market economies”, wJiich is the sort of 
description whicdi conceals essential dincnaices. In 1946, too, 
the forms of organisation to be found in c(‘ntrally administ(Ted 
and monetary economies also existed. What was important 
was that th(‘>* were in a state of eollapsc‘. The failure of money 
and th(' central administration of th(' (‘eonomy had ]vd to in¬ 
creasing self-sufficiency of economie units and to the emergence 
of a syst(‘m of bart(T, two things incompatible with an (exten¬ 
sive division of labour. The economic system is reduced to a 
])rimitive eojidition. Tliis h'atun^ of the de\’elopment bec»omes 
clear when the dilferent pure forms represented in the two 
(‘conomie systems are abstract(‘d and distinguished and the 
partieular way in which they were combined is understood. 

Bach, Mo/art, B(‘(‘thoven, and other mast(*rs created their 
works by combining together a limited number of tones which 
they all us('d. The spc^cial character of a great musician or of 
one of his works lies in his combinations of tones, not in his 
creating new toiu's. It is the same with economic systems. 
Each has its individuality, though tludr vari(‘ty is immense. 
But the individuality of any particular one docs not consist in 
its embodying a new pun' form, but in its partieular selection 
from tlu‘ limited number of already existing forms, and in the 
way in which these an* blended. In this way alone can 
economic systems and their changes in the course of history be 
j)recisely defin(*d and understood. In order to avoid repetition 
I would ask the reader to call to mind at this point what was 
said in Part II, particularly in the second chapter (]>. 164), or 
better, to read it again. Wc were then obliged in order to 



227 


The Economic System and the Course of Events 

define the economic system of a country or a period to abstract 
the formal (‘Icments of which it was made up, whetlicr it was 
the Egyptian economy in the age of Augustus, the (economy of 
Nuremberg in the late fifteenth century, or that of the French 
Revolution. We were then simply making use of the more 
important of the pure forms. This was premature but inevit¬ 
able, as there is no other way of getting to understand the 
economic systx'm of a period. Hut now we have discovered how 
these formal elements are obtained, and wc are in a position by 
applying our mor])hologieial apparatus to give a precise defini¬ 
tion of different economic systems. It is now possible to under¬ 
stand the structure of all economic systems, whether they are 
the product of natural growth or fixed by an economic* con¬ 
stitution. At the* same time we can now give a more jm'cise 
definition of the* term "‘('conomie system'’ (or '‘economic 
order’'). An economic system (or order) comprises the totality 
of forms through which the everyday economic process at aiiy 
particular time or plac^e, past or present, is actually controlled. 

Whatever economic conditions one is examining it is always 
lu'cessary first to ascertain the structure of the economic? 
system. Let us take as a further c'xample, that of the famous 
.Jesuit community which c*xistc*d in Paraguay from 1009 to 
1707. The source's provide a rich supply of facts. There is 
information about the fertility of the soil, about family life, 
about the economic ac’itix itic\s of the Indians, details about 
agricultural and manufacturing production, and so on. How is 
the economist to approach this confused mass of individual 
facets and distinguish the? c'sscmtial from the unessential? How 
can he discovc^r the purpose of the* whole system ? He* must first 
ask about the strue*tiire of the economic system, making use of 
our morphological scheme. He would then find, in brief, that 
the responsibility for the economic process in this community 
of altogether about a hundred thousand inhabitants was with 
the villages, which were about thirty in number with between 
two and seven thousand people in each. Each separate village 
was a simple centrally directed economy controlled by a 
senate whose plans were decisive for the economic govern¬ 
ment of the village. Economic calculation was carried out by 
the senate in “ real ” barter terms. This was practicable because 
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the village economy was so small and the varieties of goods so 
limited. Each village M as a totally centralised economy with a 
few traces of free exchange of consumers’ goods. The centrally 
directed economic bodies occupied a considerable proportion 
ol‘ the land of the village and of its manufacturing workshops. 
Beneath them nunuTous smaller centrally directed units 
existed, the family economies of the Indians with their family 
fields. The senate^ had an important influence on the economic 
control ol* these family economies, M^hich M(Te by no means 
independent. 

The dominant forms of organisation were those of the simple 
centrally directed economy, which were only partially com¬ 
bined with those of the exchange economy. Tlie forms of 
market in the surrounding ^vorld with which the villages 
traded, varied Avidely. In the trade of the villages with one 
another the peso was used as the unit of account, though not 
as the means of exchange. This m^is a case, then, of our second 
main form of monetary economy, and of tlie first type of 
monetary system, for certain goods, mainly t(‘a but also 
tobacco, maiz(', etc., wen' used as money. 

The much discussed question as to whether this famous 
community was '‘communist” or not usually pesters out in a 
quarrel over the concept of “communism ”, and leads nowhere, 
^liat we want to know is its structure and the formal elements 
of its economic system. The special features of this economic 
community can now’ be seen against the background of its his¬ 
torical cnvironnK‘nt and in its relationship with other economic 
systems. A comparison with the Inca state makes it cl(‘ar that 
they w ere related to the extent that in both cases the dominant 
characteristic's were those of a centrally directed economy. 
But in the Inca state, whicdi consisted of eleven million people, 
the economy was mainly centrally administered and w^as not, 
as in the Paraguayan community, a simple centrally directed 
economy. In both economies the dominant form of organisa¬ 
tion was combined in a particmlar way with various supple¬ 
mentary forms of organisation .^2 

(2) From the point of view' of scientific method, the pro¬ 
cedure by which w'Ci (?an come to und(*rstand an economic 
system can be described as follow^s. To apply the different 
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ideal types of economic system with their numerous variants 
it is necessary after defining and working out a morphology to 
return to the real economic world. But this time we approach 
it differently. Formerly we examined tluj individual pile- 
nomena, the farms, estates, households, etc., studied them 
from every standpoint, and in the course of our analysis 
extracted one by one the forms n^alised in each case (the 
vari(!ties of ctmtrally directed economy, the market forms, and 
monetary systems). Now we survt^y the wliole economy of a 
period or of a nation or of an area, for example, the Frencli 
economy of to-day, or the Siberian economy of a hundred 
years ago. Previously we worked by abstracting the significant 
characteristics from the particular phenomenon, now by 
“ generalising ” abstra(*tion. That is, we now survey, say, the 
French economy and ask what are its main forms of organisa¬ 
tion. By combining together the various forms of organisation 
to be found in it, we build up a n^alistic picture of the French 
economic system. 

In the pro(*ess of ap})lying one th(‘orc‘tical schem(% we make 
a twofold synthesis. First a number of purely formal elements 
are combined togc^tlier into one economic system, and secondly 
the economic system is fitted into its geographical, intel¬ 
lectual, political, and social surroundings. We compared our 
morphological system with an alphabet without using wdiich 
we arc unable to write a word. Only when we know the dif¬ 
ferent pure forms and the structural elements of the different 
kinds of economic systems, can we fully understand the system 
in any actual economy. Just as each single word only contains 
some of the letters of the alphabet, so only a part of our 
alpliabet of pure forms is sufficient for describing any actual 
economic system. In a description of the contemporary (ier- 
man economic system there arc almost no open forms of 
market. All these forms are not “applicable” in this case. In 
a study of the contemporary Germany economy they would 
remain unused in the economic tool-box. They are as little 
applicable as the letters “a” and “b” are if I write the word 
“type”. But they will become applicable, and other types 
applicable in contemporary Germany will become inappli¬ 
cable, if we are trying to understand the economic system of 
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another people or anotluT period—for example, that of Ger-, 
many in 1800. Tin* eeonomie syst('m of ChTmany at that 
time was predominantly an exchaii^e economy with '‘open” 
forms of market. The (concept of a “closed” market was for 
that ])eriod largely inapplicable'. Gertainly there wctc elements 
of a centrally dirt'eted system existing at that time, but no 
central administration of the economy, only the simple een- 
trally din'cted economies (the independent economy) of the? 
households and farms. VVe can see a great dilferenee in tlu' 
“applicability” of the various ideal types simply in making 
a eom})arison of these two (German eeonomie systt ins. It. is just 
these elianges in applicability which make it easy to recognise 
clearly the real dinerences between the two systems. (Tlu^ 
(pu'stion might be askc'd as to how long economic systems con¬ 
tinue to (^xist. The answer is as long as the structure of tlu' 
economy remains in essentials unalten'd. If in palicolithic 
times a tribe n'lnained organised in th(‘ sanu' way lor inany 
thousands of years, then its economic system existed for many 
thousands of years. The economic sysU in of ancient Egypt 
also survived for thousands of years. During the Fr(*nch 
Revolution, there wen* four economic systems in one decade.) 

Tins synthesis of pure forms which is nectrssary for defining 
any economic* system must be combined with another kind of 
synthesis. In analysing c'conomie rc'lationships vve tcm|)orarily 
dc'tach them from their historic*al contc'xt, and have sub- 
seciuenlly to tit thcin in with tlu'ir background again. If we 
are describing the economic system of Diocic'tian's time, what 
we find is not shnphf a combination of diffc rc'nt pure forms, 
but vve fiiid this systc'rn to be part of the intellectual, political, 
and social life of the Roman Em})ir(‘ at that time. In concc^n- 
trating to the full on analysis vve temporarily took our (‘ves oil* 
the historic'al facts, to which wc^ now have to turn our whole 
attention again ecpiipped with the (.*011 cl u si cm s of our morpho¬ 
logical analysis. We now have* to give* due attention to the 
inter(;onneetions between all sides of human history, for 
example, to tlie relations between the historical situation of 
our time and the economic system as it exists to-day. We shall 
give examples later. 

(3) An important consequence follows for the co-operation 
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of economic history and economics. That co-operation is neces¬ 
sary has been felt for a long time. The question is how it can 
fruitfully develop. Tlu? view ruling among economists that the 
( conomic historian is (.‘onccrncd with individual facts while the 
e(ronomist has to discover major relationships, is not merely 
false, but even meaningless. The historian who collected to¬ 
gether single economic facts descriptive*, say, of thousands of 
llu‘ tenant farms of northern Italy iu the sixtec'uth century, 
would be acting sc'nselessly. lie would be proc(‘e(ling like* a man 
who had to describe a house, but instead describ(*d ('ach single 
stone out of whieh it was built and gave no idea of the ground 
plan, structure, and architectural style of the house. Also, the* 
historian must understand the different eeonornic systx'ms, and 
see the single* economic unit anel eeH)nomic fact as part of a 
whole. Otherwise* he is unable to elefine an e*e*e>nomic syste'in, 
since* he knows e)f nej characteristics by whie*h he* can elo so. In 
addition the*re is the further epu'stion of the criteria by whie!h 
he* should distinguish anel separate the e*e;onomie*s of two elif- 
fere*nt peoples or periods. 

If the histe)rian turns to the ee!e)nomist anel asks how this 
problem is io be dealt with, he de)es not re*ce‘ive any very satis¬ 
factory aiisw(*r. What use could the histerian make of Biieher's 
stage's of devele)pment, if he was elese*ribing the Oe'rnian 
economy at the time of the great re forms of Stein? A '‘city 
economy” would rK)t be correct, anel a “natiemar' economy 
tells us nnich too little. lie would be unable to elescriV^e the 
huge* change which took place between the* be*ginning and the 
close of the nineteenth century with such te*rms as ‘'Natiemal 
Ee*e)nomy”, '‘Early” or '‘Mature Capitalism”. There would be 
nothing fe)r the historian to do but to use his own concepts 
taken from everyday experience anel the'refore inadeepiate fe^r 
the purposes of economic history. 

The highly justifiable demand of the histe>rian must be met 
in another way. Above all, the t'cemomist must de*monstrate 
that the question which must be asked is that of the* structure 
of the economy, and that it is necessary to think in terms of 
different economic systems. The histe)rian must ask about the 
structure of the Germany economy in 1800 and 1900, if he 
wants to understanei and portray the revolutions that took 
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place in the course of that century. Furthermore, the economist 
must explain that the economic system of a period can only be 
understood by using the different ideal types of eeonomic 
system. Then the historian can himself complete his study of 
any particular real economic system. The ideal types in their 
{)ure form are only analytical conceptions, but any actual 
system is made up of a (combination of them. In order to under¬ 
stand tlie economic world he is concerned with, the historian 
needs the system of ideal types provided by the economist. 
Only in this way can he get beyond the mere unscientific 
recording of single arbitrarily selected facts. What the 
economist has to provide are not models falsely claimed to 
portray the real economic world, but pure iorms the applica¬ 
tion of which makes it possible to understand any economic 

system .^‘3 


II. UNDERSTANDING THE COURSE OF 
ECONOMIC EVENTS: THE THEORY APPLIED 

(1) To understand the diffen^nt economic systems is to 
understand an imj)ortant part of, though not thv entire, 
economic lile of any period or place. Whatever the existing 
system may be, economic life goes on day by day. How it does 
this is, as we explained, the second main question of economics. 
Merc (everyday experience with its bias and its contradictions 
is even k?ss able to understand the daily economic prc^ccss than 
it can the economic system under which the daily process 
lakes its course. Here also the gn'at ('pistemologieal antinomy 
lies across the path. How can hivstory and theory be combined 
in the explanation of everyday economic life so that its inter- 
n'lationships can be scientifically understood? 

After w^hat w^e have said above, the answer is clear. It cannot 
be done by constructing a special theory for every economic 
system that has existed. (This would certainly fail because 
each actual system represents a particular combination of 
forms, whether it is the economic system of America to-day, 
the Jesuit system in Paraguay, or any other of the various 
systems past or present. No descriptions of different economic 
systems can provide a limited number of sets of conditions on 
the basis of which a theory can be constructed.) The pure 



The Economic System and the Course of Events 233 

forms or ideal types are rather to be used as “models” on the 
basis of which theoretical propositions can be worked out. The 
interrelations in the actual course of economic events can be 
discovered by applying the theor(‘tical propositions arrived at 
in this way. xhist a.s our undersfandinff of different economic 
systems is obtained by means of the morphological scheme^ 
similarly the understanding of the course of economic (vents comes 
by applying theoretical propositions. The uni(jucness and par¬ 
ticular historical environment of each economic system are 
fully recognised, but it remains possible to ap|)ly the results of 
theoretical analysis and to understand th(' interrelations 
within the actual course of economic events, whatever this 
course may be, at any time or in any country. 

(2) At this point, we come up against an obstacle. Most 
people to-day would regard it as a grotesque claim that pro¬ 
positions of economic theory should not only be applied to 
contemporary problems but to those of the Middle Ages, of the 
ancient world, and of other periods and cultures. From all sides 
we are warned that abstractions and theories only have mean¬ 
ing in the context of a particular historical situation, that any 
economic theory has simply a relative validity, and—whether 
one likes it or not is relevant only to a particular period. It is 
argued furthermore, that we have ourselvcis lived through too 
many historical changes to be able to Ixdieve in the lasting 
validity of theoretical conclusions. After the change in attitude 
to, and ill our consciousness of, history that came early in the 
19th (JCintury, we can no longer maintain the timeless validity of 
theoretical economics, or fall back into the old long-exposed 
rationalist errors. Wc should rather be content with a scien¬ 
tific understanding of the economy of a single period, say that 
of “capitalism ”. Because wc want to understand the course of 
history and its political and social relationships and to do 
justice to each different epoch, we must discard the sort of 
theoretical proposition which claims “ timeless ” validity. There 
may be some difference of opinion with respect to details and 
as to whether all or only some theoretical propositions are to be 
regarded as relative to a particular historical period; in 
general, however, there would be agreement that their validity 
is limited to a particular time and place. 

8 * 



234 The Foundations of Econom ics 

r maintain that this ‘‘historical prejudice”, as it may 
rightly be called, obstructs our understanding of the economic 
world, past or present, and of its individual phenomena., an 
understanding wliicli is to be obtained precisely by applying 
theoretical propositions whicli are not limit('d in relevance to 
any particular period. 

Tliere are two points to be made' here. 

First, it must always be remembered that the* propositions 
of economic theory righth^ understood say nothing about 
what actual conditions exist. Tliey do not describe anything 
and do not gi\'e a picture* of the (ierman economy of to-day, or 
of any other period or country. If ])erJ‘ect competition exists 
then . . or If a (uop failure occurs in one eountry, the* 
balance oJ‘ payments alters and then . . This is what the 
propositions of economic theory look like. Theory has nothing 
to say as to whether, when, and where this happens. It con¬ 
sists of “hypothetical propositions about n(*(*(‘ssary relations 
under various j)ossible sets of conditions 

Secondly, a distinction must be made b(‘tween “truth” and 
“relevance”. This is essential throughout tin* whole study of 
economics, yet it is often disr(‘gar(l(*d, E\ ery th(H)reti(‘al pro¬ 
position correctly arrived at is true, but it only l)(*conies 
relevant if at some particular time and ])lace th(* s(^t of con¬ 
ditions obtains for which it is valid. As I have* wTitt(‘n else- 
wduTC, “ The relevance of theoretical j)ropositions is continually 
changing. If a gold standard does not (‘xist, then the theory of 
the e(]uilibrium of the balance of payments between two 
countries on the gold standard is not relevant. Hut it remains 
true and will become relevant again as soon as the gold stan¬ 
dard exists again. The theor(*tical propositions about bilateral 
mojiopoly or the centrally directed economy simply gain in 
relevance, not in truth, if these conditions occur and have to be 
investigated. Theoretical propositions are only limited to par¬ 
ticular periods as regards tlieir relevance, not their truth.” 

Economic theory is a set of analytical inst ruments. Which 
of these instruments is to be used in working out some par¬ 
ticular concrete problem, and which arc to remain for the time 
being unused, is decided by the special characteristics of the 
particular case. It is by using these instruments that wx can 
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understand the interrelations in everyday economic life at any 
time or plae(‘. Let us, by means of a few examples, discuss how 
this is to be done. 

We described just now the structure of the German economy 
in 1940. Now we have to study everyday economic life in 
the German economy of that tini(‘. It would be impossible to 
construct a special theory for the course of events in the 
(German economic system at that lime, for it was far too com¬ 
plicated. Undue sini])lifieation would be unavoidable, and the 
results tliat would finally appt^ar would not fit the German 
(‘cononiy of that period. 

For achieving our task w(* hav(\ on the one hand, an 
understanding of the structure of tlu? economy of that time, 
of the typical basic forms out of which it was made up, and of 
the way in which they wcr(‘ put together. On the otlier hand, 
we have the comprehensi\'(' sch(‘mc of theoretical j)ropositions 
about in(‘vitabl(‘ relationships under the different ideal types 
of systems, that is, the different forms of centrally directed 
economy, of markets, and of monetary system. II’ these are 
combined, it becomes ck^ar how economic theory has to be 
applied if we are to understand the real relationships between 
economic events. The clear perception of the sirueture of the 
system which the scheme of pure types helps us to ohtairiy snakes it 
possible to apply the theory, which is itself built up on these pure 
f(trms or types. 

It has oftc'n been said that prices had an entirely different 
significance in the (Jermaii economy of 1940 from what they 
had in that of 1930. This is quite true, and w(‘ can now easily 
see why. It was because central dire(*tion of the economy was 
much more important than in 1930. Valuations were largely 
made by the central authorities, and took effect through the 
allocation of foreign exchange, raw materials, finished and 
semi-finished goods. The control of the German economic pro¬ 
cess worked differently in 1940 as compared with 1930, that is, 
not so much through the price mechanism as through the 
valuations of central authorities. Value theory had become 
more relevant, but price theory less so. But it would be quite 
wrong to describe the theory as “untrue”, as some modern 
“relativists” might wish to do. Furthermore, in 1940 also, 
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the influence of prices was not entirely negligible in controlling 
the economy. 

Let us take a second example. In explaining the everyday 
economic life of Germany at the end of the nineteenth century 
we proceed in exactly the same way, but apply different theo¬ 
retical propositions. Prices played a diflerent part in Germany 
in 1898 from what they did in 1928 or 1940, because then there 
was a different economic system. At the turn of the century 
there were many fully competitive markets, along with 
others in which many different varieties of competition 
existed. Thirty years later, when monopoly had spread 
through much of the German economy, another department 
of economic theory became of greater importance in explaining 
everyday economic life. In order to study how real wages were 
fixed forty years ago we have to start from conditions in the 
labour market of partial monopsony, or of bilateral monopoly 
between trad(' unions and employers’ associations, or of per¬ 
fect and open competition, or of other open conditions in the 
labour market. Similarly the markets for goods were “open” 
and predominantly competitive with very little central 
direction. Theoretical propositions about the state rt‘gulation 
of prices, closed forms of markets, and a centrally directed 
economy, which are relevant to-day, are seen to be irrelevant 
for a study of this earlier period. 

Here is a third example. “In the Middle Ages were prices 
formed in accordance with the doctrines of Adam Smith or of 
our contemporary economists? Were prices in the Middle Ages 
freely arrived at in a form of market in the main determined 
by supply and demand?” (W. Mitscherlich). This question is 
based on a point of view widely held by economists, but which 
does not do justice to the historical facts. There was no more 
one single process of price formation in the Middle Ages, than 
there was a uniform medieval economic system. To see this 
we must look at history more closely. There were towns under 
the rule of an autocrat, where the guilds in return for the pay¬ 
ment of dues received privileges assuring them a monopoly 
position on the local market. In other towns the economic and 
political leadership was with a commercial aristocracy. Then 
the craftsmen neither worked for wages, nor worked under the 
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“putting out” system, but were home workers receiving raw 
material from long-distance traders and wholesalers to whom 
they delivered the finished goods. In such cases guilds were 
sometimes forbidden, and in any case were difficult to organise, 
particularly if the home workers were scattered over the 
countryside. When the craftsmen’s guilds came to power in the 
cities, that is, with the coming of democratic! leadership, 
economic policy was different again, being more friendly 
towards the guilds, while price-fixing became less strict. There 
were, therefore, four kinds of systems under which prices were 
formed in different ways—^under competition, monopoly, 
price-fixing, and so on. The key position in the system was 
hedd alternatively by an autocratic governor, the long-distance 
traders, or by the hand workers. Where guilds existed they 
had a widely diflFering signifi(!ance. There were guilds of whole¬ 
sale “putters out”, of hand workers, home Mwkers, and 
retail traders. The significancre of the particular guild only 
appears wlu^n the structure of the economy is understood. 
Only by applying the relevant theory can the functioning of 
the system and the great battles between the groups of long¬ 
distance traders, craftsmen, and home workers, be understood, 
and therewith the purpose of the whole system and of the 
medieval economy as it really was. 

Let us look at the Flemish cities of the late thirteenth 
century as described by their celebrated historian Pirenne. 
Bruges was then enjoying its greatest period, and there were 
also Ypres, Ghent, and others. We must first understand the 
unusual economic system of these tow'iis. Until about 1280 the 
patrician cloth traders were the sole governing class. The 
weavers, dyers, cutters, and other craftsmen often lived in 
houses belonging to the wholesale merchants and were not per¬ 
mitted to combine in guilds. On the other hand, the whole¬ 
salers’ guilds were closed to outsiders. The labour market was 
a clear case of a closed monopsony and gave the wholesalers 
a powerful position, which was protected and strengthened by 
the government of the town being in the hands of the merchant 
aristocracy. The power of the merchant aristocrats was so 
great that they created the post of official overseer to control 
the work of the craftsmen in their own houses. The cloth was 
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sold in the cloth halls to which purchasers streamed from all 
over the western world. There was not much competition 
between the wholesale merchants of the same town, but there 
was between the guilds of the different towns, so that supply 
was to some extent oligopolistic. So much for the ('conomic 
system. By applying the theory of monopsony we can explain 
how' the wages of the workers were fix(*d under this system, 
and how the huge incomes of tlu' merchant aristocracy were 
obtained. But parts of the theory of international trade and of 
monetary theory liax e to be us(‘d to explain why particular 
quantities ol‘ cloth were export(‘d from Flanders each year, 
and why wool, dyes, and food were imported into Flanders 
from abroad. 

After the first great rebellion of the weavtTs in about 1280, 
and after the battle of Kortrijk, the political and economic 
system of the Flemish towns altered. The craftsmen gained 
in political and economic influence, they fornu^d guilds, took 
part in the government of the towns, and in (ihent actually 
governed alone. The economic structure changed. The closed 
monopsony in the labour market of the men.'hant aristocrats 
was abolished, and in its place there was closed bilateral 
monopoly between guilds and unions. To explain tlu' changes 
in production, as xvell as the levels of wages and profits, we 
must turn to the theory of bilateral monopoly. That is, we 
change our theoretical instruments. 

We might here ask of tlu' economists of the historical 
school why economic tlu'ory sliould not be applied in this way 
to the economic process in Flanders in the thirteenth century? 
There is no reason why it should not, just as there is no reason 
why what is suitable and relevant in our morphology and 
theory should not be used to explain the economies of Nurem¬ 
berg, Liibeck, or Paris in the fifteenth century, where open and 
closed markets and competition and monopoly of the most 
different varieties existed. There is no other way of under¬ 
standing economic life and its interrelations. Why should it 
not also be used to explain economic life in quite other kinds 
of historical environment, say of America before Columbus, of 
Ancient Egypt, India, or Japan? There is no reason why the 
forms and effects of the great monopolies of Ptolemaic times 
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should not be explained by applying our theoretical apparatus. 
There is no ground for this strange hesitation in using theo¬ 
retical analysis for the explanation of the historical problems 
of a period wlaai this analysis was unknown. This historicist 
prejudice is unfounded and harmful. It is based not only on an 
underestimate of the potentialities of theoretical analysis but 
on a false notion of history, the result of a hyj>ertrophying of 
the ideal of historiejil dev elopment. Then' is, perhaps, no surer 
way of getting rid of it than a closer understanding of his¬ 
torical conditions/'*"’ 

(8) At this point we reach the limits of the applicability of 
theory, and at the same time the limits of our knowledge of the 
real economic? world. 

'I'he a|)plieation of theory, and the* discov ery of the inter¬ 
relations between economic* events, always recpiirc^s that the 
structure and particularly the predominant forms in the eco- 
noniie system are already known. Only if one knozvs zvhal pure 
basic forms have been ., or are, realised in any economic system, is 
it possible to decide xchat parts of the theoretical apparatus are to 
be used. If we do not know whether an economy is totally cc‘n- 
traliscd, or cc'iitrally directed with free consumers’ (?hoic*e, or 
whether a marked in tlic* exchange ec?onomy is monopsonistic, 
or oligopolistic on the supply side, or of some other form, we 
are unable to apply to it the relev ant theoretical propositions. 

We have already said that lack of information makes it 
impossible to understand the structure of the economic 
systems for long periods of vv'orld history. In ancient times it 
was possible to understand the structure and forms only of 
some particular economic system, as, for c^xample, those of 
Egypt, where the manuscripts provide an unusual degree of 
insight, or for different countries in the later classical period 
about w hich well-grounded hypotheses are possible. But in the 
main the sources for the ancient world are insuflicient, as they 
also are for long periods in the early Middle Ages, and for cul¬ 
tures in other parts of the w^orld. It is important to remember 
what we have already said, that information about legal 
institutions does not permit firm conclusions to be drawn about 
the structure of a system. The information we have about 
Babylonian law at the time of Hammurabi does not give us 
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any real picture of the Babylonian economic system of about 
2000 B.c. How far the central administration of the economy 
actually reached in the countryside and the city, in what 
forms it was realised, where elements of an exchange economy 
were present, who were the mainly responsible parties in 
exchange relations, what market forms or monetary systems 
were predominant, would all have to be known if we were to 
understand the Babylonian economic system and then, by 
applying our theory, to understand the interrelations between 
economic events. So long as information about the structure 
of the economy is incomplete, no full scientific knowledge of the 
economic system of a period or nation is possible.'^® 

(4) From all this we can conclude that it is possible to 
overcome tlie great antinomy by a scientific understanding of 
everyday economic life. This great antinomy arises because 
the economic world has no one unchanging form or style. 
Economic life at different times and places takes very diflFercnt 
forms, but the interrelations in an ec^onorny can only be dis¬ 
covered by theoretical analysis. There seems to be an irrecon¬ 
cilable divergence here. There is not the same uniformity as 
exists in the natural world and which makes it possible to 
formulate, for example, the “general” theoretical questions of 
physics. It was possible to resolve the antinomy because an 
exact study of individual economies showed that economic 
systems with their almost unlimited variations and multi¬ 
formity are made up of a limited number of pure forms, so that 
this multiformity can be reduced to uniform types. In this 
sense there appears to be a certain special kind of invariability 
of the general form of the economy as a whole, that is, a uni¬ 
formity in the basic forms of organisation. This is what makes 
theoretical analysis and the application of theoretical pro¬ 
positions possible, and thus the solution of the real problems 
of the economic process.^*^ 

A further conclusion is that a knowledge of the pure forms 
and their characteristics has two epistemological functions. 
FirsU when it is applied it serves as a means for understanding 
the structure of the many different forms of economic system 
of which history tells us. Secondly^ these pure forms provide 
the basis for working out theoretical propositions. 
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The one function of economic theory is that when applied it 
explains the course of economic events, and .how they all fit 
together and interact on one another. 

In the next three sections we shall show more closely how 
by using our morphology and theoretical propositions we can 
understand the problems of the economic world. 

111. A SIMPLE CASE 

Let us now take a simple example in order to bring out some 
of the essential points in arriving at a scientific understanding 
of the real economic world. Let us take the problem of the 
('conomy of Silesia, and in particular the position of the hand- 
loom weavers in the middle of the nineteenth century. 

To start with one finds a confused collection of economic, 
social, and political facts and the contradicting opinions of the 
weavers, merchants, and other parties concerned. How are the 
true relationships and the true state of alfairs to be discovered ? 
Obviously, we can get no help from concepts like “ capitalism ”, 
a “regional economy”, or other “stages” or “styles” of 
economic development. 

Let us assume we did not possess a elassificatory scheme of 
the different types of economic system and of theories based on 
them. We should then first have to study particular firms and 
households and work out the many different formal types of 
economic system. This might enable us to understand the basic 
forms of organisation of which all actual economic systems are 
compounded. Then we should have to study the relationships 
between economic events within the framework of this system ; 
that is, to work out theories, which we could do on the basis of 
the simple and limited sets of conditions given by our system 
of types. 

Equipped with these analytical instruments, we should 
return to the historical facts about the Prussian state in the 
middle of the nineteenth century, to the religions and social 
ideas prevailing in Silesia at that time, and to the economic 
and political position and power of the different individuals 
and groups as they then existed. Then we would be able to 
understand the facts scientifically. 
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In thc^r.s/ place, we can now describe precisely the economic 
system in Silesia at that time. In agriculture, with which craft 
industries were closely connected, various kinds of central 
direction existed. At the same time there were many of the 
elements of an exc^hange economy in the forms of market and 
in the inonetary system. In the labour market, for example, 
there was monopsony. Thus certain ideal ty})es were relevant 
for Silesia at that time, by means of which a unified account 
of tlie Silesian economic system (!ould be given and its place in 
the historical situation of the country as a whole explained. 

Secondly, we havt‘ to study the everyday economic process, 
and in particular the position of the weavers. At this point we 
apply those of our theoretical propositions that are relevant, 
for example, those relating to the centrally din^cted economy, 
to monopsony, and to international trad(\ In this way we can 
work out in what way the everyday life of the weavers was 
determined by non-eeonomic political factors, by the social 
structure of the country, its natural resources and conditions, 
and by the technical knowledge the weavers possessed; in 
short, how it Mas determined by the data. Further con¬ 
clusions M^ould folloM^ as to how the CA crx day economic life of 
the MTavers and their usages and standard of living M^cre dtder- 
mined by the intcTrclations ramifying throughout the Mhole 
economic system, of Mdiieh the Silesian weaving firms and the 
M^eavers’ households M^ere only a small part, and how it M^as 
affected by CA cnts in other parts of the Silesian and Prussian 
economy, by the competition of ^voven goods from England 
and elscMdiere, and by the suppliers and customers on Mdiom 
the Silesian weavers depended. In this way we would explain 
(everyday economic life with its relations both on the non¬ 
economic and th(' economic side. 

Our problem is thus solved, and we have an understanding 
of the economic system and the course of economic events in 
Silesia. A seeming chaos of individual facts is reduced to a 
unified interrelated picture. 

IV. ECONOMIC DEVELOPMENT 

(1) All real economising is always dynamic. In earlier 
periods cultural stability has held for thousands of years at a 
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time and historians have rightly warned against projecting 
into other periods the ever-growing pursuit of novelty and 
change characteristic of contemporary mankind. In many cul¬ 
tures and for many thousands of years during the Stone Age— 
by far the long(?st section of human history—economic life 
seldom changed at all rapidly and for most of the time only 
very slowly. Jiconomic institutions remained the same for 
hundreds and thousands of years at a time. But then also there 
were wars, climatic fluctuations, and plagues, whi(!h were con¬ 
tinually bringing about shifts in the course of economic events. 

Any (economic development can take place in two ways, in 
a change in the economic system itself, or in a change in th(^ 
economic process, or in the way this takes its course, within 
the framework of this system. On the one hand, the framework 
of tlu^ system may alter, or on the other, everyday economic 
life may not repeat itself in exactly the same way. The nature 
and (luantity of the goods supplied, the way the means of pro¬ 
duction are employed, the extent of productive equipment, the 
technical methods, and th(‘ location may change. Every 
change in the economic system brings a (?hange in the economic 
process. But the rev erse docs not hold. Not every change in the 
economic process brings a change in the system. 

The [)rogress and decline of economic systems and the 
expansion and contraction of everyday economic activity 
alternate throughout history. Economic decline took place in 
the later Roman Empire, or in the old German Empire at the 
end of the sixteenth century and the beginning of the seven¬ 
teenth c(?ntury. On the other hand, economic expansion 
occurred in the eastern Mediterranean during the third century 
B.C., and in Germany during the thirteenth century in con¬ 
nection with the great political and economic expansion in the 
east. Finally a huge process of development in economic forms 
and activity took place with the coming of industrialism, 
which began in Britain at the turn of the eighteenth and nine¬ 
teenth centuries, and which since then has shaken the whole 
world. Enough has been said on this topic in other sections of 
this book. One point only need be made here. This is con¬ 
cerned with the problem of the trade cycle, that is, with fluc¬ 
tuations in the economic process. 
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We are concerned only with the fluctuations characteristic 
of modern industrialism, not with the trade fluctuations that 
ha\ e certainly existed much earlier, in the ancient world, in 
the Middle Ag(‘s, and after the Renaissance. We shall con¬ 
centrate on the trade fluctuations of the nineteenth and the 
beginning of the twentieth centuries. It is clear that indus¬ 
trialisation involves capital investment, the construction of 
factories, railways, machinery, blast furnaces, roads, and 
houses. (The nature of investment has been discussed briefly 
on p. 191, along with the lengthening of the period of gesta¬ 
tion, partly by "‘putting back’’ means of production, and 
partly by lengthening the productive process.) Since its begin¬ 
ning, industrialism and the consequent investment have 
developed spasmodically. The growth of investment has taken 
place at dilferent speeds. Increased rate of investment over a 
period we r(ifcr to as a “boom” and a slackening off as a 
“slump”. This is not to say that the trade fluctuations of the 
last hundred and fiity years have exclusively and in every case 
consisted of changes in the rate of investment. That was not 
the case —whole countries and regions have been plunged into 
economic depression by crop failures, changes in needs, or dis¬ 
coveries. Nevertheless, the main distinguishing characteristic 
of modern trade fluctuations is the change in the tempo of 
investment, and in this respect they mostly resemble one 
another. 

Why and how these fluctuations in investment took place is 
determined by the entire historical situation of a country and 
period. There is no single necessary and inevitable course for 
fluctuations uhich follows its own laws. The direction and 
nature of investment depends first on the economic system. In 
Russia in the thirties of this century the process of investment 
was quite different from w^hat it was in England, or Germany 
in 1927, or Germany in 1935. It is of decisive importance for 
the direction and extent of investment projects, and therefore 
for the shape of the fluctuations in individual countries, 
whether central direction or the exchange mechanism is pre¬ 
dominant and in what way, or in an exchange economy 
whether it is monopoly or competition that is more important. 

The other data of the economic process are also constantly 
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being altered by historical developments in every sphere. The 
war of 1914-18, for example, profoundly affected the economic 
process in many countries, not merely by bringing about 
changes in their economic systems, but by altering needs and 
by uprooting millions of workers from their previous work. All 
the subsequent political events, national and international, 
affected the fluctuations of trade in different countries. In 
Germany this was the ease with the Versailles Treaty, the 
Dawes Agreements, the wage policy of 1928 (which was dic¬ 
tated by considerations of internal politics), the cartel and 
foreign credit policies, the state borrowing after 1938 for the 
purpose of stimulating and speeding up investment, and the 
special policy of a fixed exchange rate. In England there was 
quite a different economic policy with the devaluation of 1931 
and the cheap money policy. Economic conditions in Germany 
and England after 1981, with their profound differences, can 
only be understood as parts of a quite different total historical 
development, and must be related to the different structures 
of the two countries. 

Certainly it is true that with the structure of the modern 
state as it is, an economic crisis always threatens to become a 
political crisis. But, vice versa,, political factors are of decisive 
effect on trade fluctuations. This was obviously not only the 
case for the period after the war of 1914-18. The German 
Empire of the last four decades before 1914 had a particular 
law of property and of contract, and a particular industrial 
and company law. It was firmly .attached to the gold standard 
and a particular system of trade treaties. In this way the state 
created certain “rules of the game”, the nature of which had an 
important part in determining the process of investment. This 
is so even in respect of many details. For example, if Germany 
in 1892 had not introduced the limited guarantee company 
(the G.m.b.H.), without public balance sheets, then there is no 
doubt that the quantity of investment would have been 
smaller and the tempo of the upswings in German activity 
would not have been as lively as it actually was. At that time, 
too, though the state did not intervene directly in the course 
of trade fluctuations, it exerted a strong influence by its 
economic policy. 
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If one considers that in addition to politics other historical 
factors, such as changes in population, determine the economic 
data (as have, for example, the diffen'iices in the population 
changes in Germany and France in the last half-century), it is 
clear why it should be noticeable that each fluctuation in trade 
or each change in evcTyday economic life is something separate, 
or, as W. C. Mitchell puts it, “a unique historical episode 
differing in important respects from all others and ru'ver 
repeated’'. Every economic situation, whether in Germany 
between 1926 and 1933, or betw^een 1903 and 1907, every boom 
and depr(\ssion, W'herever and whenever it may be, must be 
seen in its particular temporal and national setting. Trade 
fluctuations are not of* a single uniform pattern. There is no 
normal cycle of trade fluctuations. 

(2) The conclusion follows that dynamic theories or trade 
cycle theories, whi(*h aim at reaching generally valid pro¬ 
positions about allegedly regularly repeated movements in 
everyday economic life, are bound to fail. 

If industrialism was an independent process which, once 
entered upon, inevitably took a certain definite course, like a 
chemical process which after a certain mixture has been made 
necessarily develops in a certain way, then one would be more 
inclined to think that “dynamic theories” might have some¬ 
thing in them. Doubtless, it is a notion of this kind that the 
many new creators of dynamic theories have in mind. Con¬ 
fronted with the immense process of expansion that has taken 
place in economic life in the last hundred and fifty years, they 
want to discover laws of develo[}ment for this period and for 
what is called “capitalism”, just as the chemist discovers 
chemical reactions, or the biologist the laws of development of 
plants. Many are so captivated by this notion that they take it 
for granted, and so economic life is studied as something 
separate from other departments of life. 

Dynamic theory can also be based, as it is by Marx and his 
disciples, on what is called the materialist conception of his¬ 
tory, according to which all the religious, political, and other 
phenomena of history are dependent on a technical and 
economic foundation. 

The religious, cultural, and political “ superstructure ” which 



Th^ Economic System and the Course of Events 247 

is raised on the basis of hand-tools and handwork, will be 
dillerent from that which is based on machinery and factories. 
All history is related to certain basic technical-economic facts. 
If this view of history is correct, not only would a ibundation 
be provided for dynamic economic theory, but for the general 
understanding of all history. Dynamic economic theory would 
become the basic science of history. The development of 
religion, politics, culture, and everything else would be dis¬ 
covered from the course of economic development. 

The scientist cannot accept this analytical segregation of 
economic life, nor can he with Marx regard it as the sole basis 
of history. Still k‘ss can he countenance the attempt to com¬ 
bine the two points of view. Ilis refusal is not subjective, but 
necessitated by historical experience. Every day he receives 
confirmation that all economic development can only be 
understood as a part of history as a whole. Dynamic theories 
or trader cycle theories are all of them unable to take account 
of the decisive influences economic events are continually 
receiving from non-economic factors. 

The failure of purely economic theories of ‘'dynamics’’ and 
of the trade cycle became particularly obvious after the out¬ 
break of war in 1914. 

Year by year wc have ourselves experienced how important 
economic? events have been eJetermined by national, inter¬ 
national, and political happenings, and by war. It has become 
obvious that not only the great political events of this epoch, 
but eveji the element of political uncertainty at home and 
abroad, is alone enough to influence the economic plans of 
entrepreneurs, their expectations and actions, the rate of 
investment, and all other economic events. The most careful 
refinements of dynamic theory or of theories of fluctuations 
arc of no assistan(?e in this respect. The basic defect of all 
these theories is irremovable, as the facts overwhelmingly con¬ 
firm. 

Let us take a further example of world importance. The 
break-up of the international order of foreign policy, trade, 
and money of the pre-1914 world economy was an essential 
cause of the collapse of international economic relations. This 
collapse again was a cause of the severe depression which began 
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ill 1929. The entire economic development of the world in 
these decades was decisively determined by the collapse of the 
international political order. How can so extensive and 
unique a political factor be accounted for by economic theories 
of fluctuations which seek to give universally valid explana¬ 
tions of the course they take? 

It might well be asked how anyone could ever attempt to 
formulate propositions of universal validity about allegedly 
inevitable developments of economic events. The main reason 
was because for dccadc^s people have been accustomed to a 
sectionalised treatment of history. Historical science has been 
divided up into political, economic, legal, religious, and art 
history, with dire results. We have forgotten how to look 
at events in their full historical context. At the same time, 
there were two other special errors which affected the study of 
economic changes. 

First, the logical character of economic theory was mis¬ 
understood. The belief that theory describes concrete ca ents 
is \'ery near to the notions on which dynamic theories and 
theories of fluctuations are based. The description of a static 
state obviously does not correspond with real conditions. The 
economic process docs not really repeat itself year after year. 
Static theory is clearly inadequate, and the facts seem to 
require the discovery of dynamic theories which describe 
actual economic life. It is easy to understand how the con¬ 
structors of dynamic theories believe they are coming nearer 
to reality, when in fact they are moving away from it. As soon 
as it is understood that theoretical propositions have nothing 
to say about facts but are hypothetical in character, and that, 
like the static state, they are analytical instruments for under¬ 
standing the real economic world, not for describing it, then 
the character of economic theory becomes clearer. 

Secondly, the creators of dynamic theories believed that 
economic events could themselves be observed to change the 
economic data, and they therefore concluded that static theory 
was to that extent inadequate. Dynamic theory is supposed 
to investigate the break-up of the previously existing set of 
data by economic events, and the subsequent effects of this on 
economic development. For it is clear that many economic 
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phenomena, even when themselves determined by outside data, 
subsequently react in their turn on the data and their form. I 
believe that most of the theoretical economists, who have tried 
since Marx to construct dynamic theories, had this fact in 
mind. Such a relation often occurs. An increase in the size of 
firms can lead to the formation of cartels, that is, can bring 
about a change in the form of the market. A big outflow of 
gold can lead to a suspension of the gold standard. 

At the end of the previous chapter (p. 215) we were dis¬ 
cussing two other cases: too low a wage gave ground for inter¬ 
vention by the state, and for changing the form of the labour 
market; and a fall in the market price of coal stimulated 
technical invention. It is obvious that there is no necessary 
connection between the economic facts (a lower wage or a fall 
in price) and the changes in data (a diflerent form of labour 
market or new technical knowledge). Many different kinds of 
non-economic conditions must also be fulfilled if this reaction 
is to take place. What these two examples show is of general 
validity. The data for the system as a whole are constantly 
and simultaneously being shaped by many different kinds of 
non-economic facts. Therefore, no necessary relationship 
should ever be claimed as holding between economic events 
and a change in data. A fall in the price of coal, giving rise in 
one country to technical discoveries in coal mining, fails to 
have this effect in another country where scientific and tech¬ 
nical initiative is less. Whether the enlargement of firms 
actually leads to the formation of cartels depends on the men¬ 
tality of the entrepreneurs, on legislation, the administration 
of justice, and on other factors. Universally valid theoretical 
propositions of dynamics about the effect of economic events 
on the outside data are not possible. 

It is true that there do exist unstable systems which tend to 
transform themselves. A market, for example, in which there 
is bilateral monopoly, or bilateral partial monopoly, or 
oligopoly on the supply side, frequently changes in form. The 
absence of equilibrium in these forms of market results in a 
deliberate effort to reach some more stable form, and often a 
supply oligopoly transforms itself into a collective monopoly. 
Cartels develop out of the oligopolistic struggles of a few firms. 
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The development of the labour markets in many countries 
since the beginning of this century provides examples. Where 
bilateral partial monopolies of employers and workers had 
been formed which fought out their battles by strikes and lock¬ 
outs (important manifestations of an absence of eejuilibrium) 
the state often found itself obliged to intervene, or to fix wages, 
or even to direct the employment of labour through the 
central administration. In this case bilatcTal partial monopoly 
was replaced by a c(mtrally administered system. The 
economic process with its lack of an equilibrium position was 
affecting the form of the economic system. Ihit here again 
there is nothing inevitable about th(' de v elopment. It is not 
inevitable that a cartel should arise out of oligopolistic supply 
conditions. There arc also governments which are not moved by 
strikes and lock-outs to alter the form of the labour markets. 
This fact also, the existence of unstable markets and economic 
systems, does not provide possibilities for a dynamic theory. 

(3) So much by way of criticism. What is the positive 
answer? How can economic developiTUTits, and above all 
fluctuations in trade, be investigated successfully? What 
applies in other fields is valid here. The investigation must 
penetrate into the special characteristics of individual phe¬ 
nomena. This prepares the way for historical and theoretical 
study and leads on towards the discovery of the relationships 
w'e are seeking. Th(‘ special characteristics of particular fluctua¬ 
tions are not to be pushed into the background, as happened 
with attempts at creating a “normal’' cy(*le. On the contrary, 
such special characteristics must be specially emphasised. 

By way of example let us compare the upswing in the 
German economy from 1903 to 1907 with that between 1933 
and the outbreak of war. The fact that the German economic 
system after 1933 took on increasingly the characteristics of a 
centrally administered economy gave to the detailed changes 
in economic conditions quite another course than they had 
between 1903 and 1907. The two cases had this in common: 
the rate of investment was accelerated, but the way in which 
the increase took place and in which the whole economic pro¬ 
cess, including the distribution of income, changed, was com¬ 
pletely different. In the years following 1933 prices and wages 
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were fixed by the state, but not between 1903 and 1907. 
Furthcnnorc, prices had a different significanee, a much 
smaller one in the later period. In the earlier period the 
economic system was predominantly of the type of an ex¬ 
change economy, and the economic process was regulated by 
the forming of prices, but not so after 1933. The more the 
economy came under central direction, the more prices became 
simply units for accounting purposes. The economic process 
was controlled by the central administration or its organs, 
with their economic plans, valuations, orders, and instructions. 
This applied to all prices, even to interest rates. In the upswing 
of 1903-07 tlie movements of interest rates on the different 
capital and money markets helped to decide the extent and 
course of investment. After 1933 the rate of interest was of 
little significance. Its role became more and more subsidiary, 
the more investment depended on the stimulus and sanction of 
the central administration and the less it expressed the actual 
shortage oi‘ capital. Banks and banking policy also had quite 
a different significaiuic in the two periods. Earlier, it was the 
banks, and the private entrepreneurs to whom they k^nt, who 
controlled investment. After 1933, under a different economic 
system, the banks surrendered more and more of this function. 
Differences in the system of international economic relation¬ 
ships were also influential in both cases. The gold standard, 
along with long-t(Tm commercial treaties and the few restric¬ 
tions on trade, still preserved at the beginning of the century 
an international trading community, which had an important 
effect on the German upswing and its ending. It was quite 
otherwise in the second period, in which there was no inter¬ 
national economic community, and when the economic process 
in the individual countries was considerably influenced by the 
independent trade cycle policies of their separate governments. 

Certainly the differences between the two economic systems 
at the two dates were not the only reason for the different 
courses taken by the two upward movements. There were 
other special occurrences shaping the data which were of great 
importance for the course of the movements in Germany. In 
the years between 1903 and 1907, for example, there were a 
number of good harvests, a big increase in population, and the 
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Russo-Japanese war. In the thirties there were other well- 
known occurrences, above all a growth of armaments. The two 
upswings we have compared were not the same phenomenon 
diflerently dressed up. The upswing of 1003-07 was something 
quite different from the upswing thirty years later, in spite of 
the same word being used for each case. 

(4) We must ask now what will be achieved by extracting 
the special characteristics of each fluctuation with the aid of 
our morphological scheme. Two important results will be 
achieved. In the first place, we shall be led directly to an 
understanding of the interrelations between economic events 
and those of history as a whole. The difference between the 
German economic system in the first decade of this century 
and in the thirties is very closely connected with tlie changed 
structure of th(' state. As soon as the structure of the diflerent 
economic systems is understood it becomes possible to see such 
interrelations as those betw^een the old international order and 
its economic effects, and those between the international 
political conditions of the thirties and their economic effects. 

Secondly^ the discovery of the special characteristics of each 
case has effects of quite another kind, wliich again lead us up to 
the crucial point. If the individual characteristics of each trade 
fluctuation and the economic structure in which they develop 
have been fully worked out, they can be analysed theoretically. 
In this way it also becomes possible to understand how 
economic changes are related to one another. In this way and 
in this way alone, arc the conditions created for a successful 
application of the apparatus of economic theory. If we are 
studying the upswing of 1903-07 we use the theory of the 
exchange economy. Price theory, the analysis of the time- 
structure of production, and the theory of interest in an 
exchange economy are all relevant. In the theory of inter¬ 
national trade and in monetary theory, the relevant pro¬ 
positions which liave to be applied are those fundamental to 
the gold standard. In studying the upswing between 1933 and 
1939 we have to change our theoretical tools. In this case the 
decisive influence on the economic process is the valuations of 
the central authorities. The theory of price loses in actuality 
and its place is taken by the theory of value for a centrally 
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directed economy. The theory of the time-structure of pro¬ 
duction in a centrally directed economy becomes relevant. The 
relevant parts of the theory of international trade and of 
money also change. In this way it becomes possible to under¬ 
stand how the single phenomena in economic fluctuations, that 
is, the detailed changes in everyday economic life, mutually 
determine one another, and how they depend on the data. The 
facts then appear, not as a mere confusion, but in their inter¬ 
relations with one another. This opens up a field of problems 
of especially vital importance for which theory has to be 
applied, that is, the whole field of trade cycle problems. Only 
by applying theoretical propositions will it be possible to 
understand this side of economic life, namely that of the 
changes in the economic process in the real world. 

However, theory can only be successfully applied if an 
important pre-condition is established. If a theory is to be 
suitably applied to economic fluctuations and the problems of 
economic development, it has to be equipped in a special way. 
It is not sufficient that the theory should aim at describing 
merely a static state. Rather it must contain a sufficient 
number of hypothetical propositions about the effects of 
changes in data, if its application is to explain actual clianges. 
The “method of variations” must be used. 

The method of variations is that of breaking up a hypo¬ 
thetical static state by varying one of the “outside” data for 
the system as a whole. Then one studies what alterations in the 
whole system of economic relationships have to follow, in 
which order they take place, and what frictions will take effect 
until a new static state is arrived at. The final situation is then 
compared with the original static situation and in this way the 
entire economic effect of a variation in data is obtained. We 
start, therefore, from a static condition in an exchange 
economy with a particular mixture of monopolistic and com¬ 
petitive markets and with a particular monetary system. We 
assume, ceteris paribus^ that a technical discovery is made. We 
then study what changes occur, compare the new static state 
with the old, and so understand how the discovery and its 
application change the quantity and nature of production, 
incomes, the time-structure and the location of production. 
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and so on. We may start and end either with given static con¬ 
ditions of complete general equilibrium, or with static con¬ 
ditions in which parts of the productive apparatus of the labour 
force and of stocks are unused, in which case equilibrium is not 
complete and geruTal. It may also be that by the change in 
data a static condition without equilibrium is transformed into 
complete equilibrium and vice versa. Both must be shown to 
follow from theoretical analysis of the course of variations. But 
at the start and at the (md of the variations a static state must 
always exist. There is no tenable economic basis for the view 
expressed by, among others, K(‘yn(^s and Pigou that after a 
static state has been disturbed a new static state cannot again 
be reached. To abandon the notion of the stat ic state would be 
to give up all understanding of economic development. 

It is true that in real economic life the movement to a n(‘W 
static state is regularly interrupted by fresh changes in data. 
But this is not an objection iigainst this nu'thod. For only with 
its aid can it be known in what direction a variation in data 
will take eflect. Let us take a case where beeausc' of unfavour¬ 
able weatluir there is a crop failure in a country, whose trade 
balance and equilibrium balance of payments alter. The 
tendency to a new static position is interrupted by a rise in 
tariffs, the consequences of which in their turn arc affected by 
a change in credit policy in the original country, and so on. 
Nevertheless, to know what new static position would follow 
on a bad harvest, if all ottuT factors remained undisturbed 
over a long period, would be of great interest, even though this 
position would never actually be reached because of changes 
in other data. One would sec in what direction the movement 
is at the moment of the original change in data (that is, the 
crop failure). 

The statement that a new static position is reached in the 
long run must not be misunderstood in the way it so often is. 
That the new static position is never actually reached does not 
mean that it is not of interest. Rather it answers the question 
of the direction of the movement which follows immediately on 
the change in data. If I have worked out theoretically with the 
help of the method of variations the effects that the payment 
of reparations must have on everyday economic life in an 
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exchange econoniy, tlic application of these results to the ease 
of the German economy after 1929 enables me to understand 
the connections between the different phenomena, such as, for 
example, a fall in the exchange rate, an increase in unemploy¬ 
ment, a fall in pri(?es, and a shift in the balance of trade. This 
is so even if the reaching of a new static condition is hindered 
by numerous other changes in data. 

The method of variations fails if it is not carried out in the 
right way, for example, wdicn it starts from a position of com¬ 
plete general equilibrium, which is very seldom even approxi¬ 
mately realised in real economic life, and simjdy neglects dis¬ 
equilibrium positions. It fails also if the sequence of individual 
events which leads to the new^ static position is not precisely 
studied and is simply set alongside the original position. This 
is a mistake that Ricardo made and which he himself discussed 
in a letter to Trower, and which has often been made by 
ex})onents of the Lausanne version of modern theory. As eacli 
change in everyday economic life is a transition, the juxta¬ 
position of a series of descriptions of static positions does not 
suffice as an explanation. If, for cxariiple, theoretical analysis 
of the general economic effects of a large once-and-fbr-all 
reparations payment by country A to country U simply puts 
the final static position side by side with the starting position, 
much of importance is left out. The changes on the foreign 
exchange markets, the capital markets, and labour markets, 
and in the streams of goods, the interconnections and duration 
of these changes, are not studied. How^ can such static theo¬ 
retical schemes be applied to concrete cases? It depends on tlie 
direction and extent of the changes as well as on the frictions 
that occur. But it is not the whole method of variations that is 
failing here. The inadequate use of the method simply dis¬ 
credits its correct and thorough application. 

Thirdly^ the method of variations fails if the theoretical 
system is incomplete. For example, if economic theory does 
not start from the economic plans, and does not keep the ex 
ante planning data separate from the “factual” data, or in an 
exchange economy what are data for the individual unit and 
what are data for the system as a whole, then it is disregarding 
the essential element of mistakes, uncertainty, and risk, or is 
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not giving them the key position they deserve. Alternatively, 
the theoretical system may be inadequate because it may leave 
out certain problems. If the time element is omitted, a theo¬ 
retical system will be quite unsuitable for explaining contem¬ 
porary economic developments and fluctuations. It will fail to 
analyse the process of investment. The “timeless” theories of 
this kind, which were widely adopted during a period notable 
economically for the gigantic scale of investment being 
undertaken, have widened the gap betwc'cn theoretical studies 
and the real economic world. 

(5) The conclusion we come to is that it is pointless to try to 
construct a “normal” cycle of upswing, crisis, and depression 
in the hope of arriving at a theory and explanation of the trade 
cycle. To do so would be to lose sight of the real economic 
world behind a theoretical scheme. In studying the trade 
cycle one must not withdraw from the facts, but penetrate 
into them. The comparison of diflereut fluctuations is very 
useful, not for the purpose of constructing a normal cycle, but 
in order to bring out the special characteristics of each, which 
must be the first step in one’s work. As our examples show, 
this can successfully be achieved if our morphological system 
is applied. This provides a basis for further investigations, both 
historical and theoretical. It is then possible to appreciate the 
general historical context, to apply the relevant parts of the 
theory, and thus discover the real economic relationships. 

Here it may be objected that though the German upswing 
of 1938-J39 looked quite dilferent from that of 1903-07, that 
does not hold in all cases. Many upswings have been very 
similar to one another, as have many depressions and many 
complete cycles. Only those cycles that resemble one another 
must be brought together. Then a normal cycle can be dis¬ 
covered for each epoch, and a theory of the trade cycle which 
explains this normal cyc;le can be worked out, limited in appli¬ 
cation to this particular period. For example, in the century 
before 1914 the fluctuations were all similar, and not acciden¬ 
tally similar, but similar because the economic order remained 
approximately constant. It is therefore possible to construct 
a normal cycle for this period and a theory limited in relevance 
to it, and there is some point in doing so. 
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Two remarks should be made about this kind of argument. 
First, the approximate eonstancy of the economic system 
claimed for the period before 1914 did not exist. In some 
periods it lias been completely lacking, especially for the 
period in which we are living to-day. Consequently, to-day the 
individual characteristics of each single fluctuation in each 
(iountry are so marked that it is impossible to take account of 
all of them at once. The older method is bound to fail to-day, 
and this failure gives rise to the unfortunate impression 
that a scientific solution of the probk^m of the trade cycle is 
impossible. 

Secondly, fluctuations in the century before 1914 did not 
resemble one juiothcr as closely as is often assumed. If the 
upswing of 19()fl-07 is compared with that of r8()9~73, essential 
difl'erences will be found and these must not be overlooked. 
The economic systems at the two dates were different. Cer¬ 
tainly an exchange form of organisation predominated at the 
two dat(is; but in 1870, particularly in rural areas, central 
direction of economic life was much more strongly represented 
than at the beginning of the twentieth century. More impor¬ 
tant w^as the transformation w^hich had taken place in the form 
of the exchange economy itself. By the beginning of this cen¬ 
tury in the (?oal and iron industries, and in other important 
industries, cartels had been formed w hich did not exist in 1870. 
The large markets were of other forms. How this difference 
affected the course of fluctuations is debated, but that it did is 
certain. If one also takes into account the war of 1870-71 and 
the French reparations payments it is clear that the German 
upswung and its termination had special features to wdiich 
there wuis nothing to correspond in 1903-07. Thus the two 
upswings can be very clearly distinguished. The theoretical 
tools to be applied in explaining the upswung of 1869-73 are by 
no means the same as those relevant for 1903-07. In the one 
case the theory of monopoly, and particularly of collective 
monopoly, is relevant, but not in the other. The unique charac¬ 
ter of each particular cyclical movement is the result of two 
factors, the uniqueness of each particular economic system 
and the special features of the non-economic events which 
alter the data. 

0 
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The reader can try for himself. He can study the contem¬ 
porary cyclical position at the present moment and put it 
under the microscope of our morphological system, that is, the 
system of diflerent forms of centrally directed economy, the 
market forms, and the monetary systems. 

(G) Tills do(‘s not mean that trade cycle and dynamic 
theories arc without value. But they must be interpreted 
differently, not as their creators have regularly conceived 
them as explaining some normal cycle, lliey are rather to be 
regarded as dealing xviih hypothetical variatiom, based on 
assumptions about various changes in the basic conditions. 
Looked at and interpreted in this way, they are valuable 
as theoretical studies which make use of the method of 
variations. 

It is not the function of the monetary theory of trade fluctua¬ 
tions to explain and describe the actual course of fluctuations 
in the last hundred years, or what is called the trade cycle. 
If it is treated as a study of th(i elfects of the hypothetic^al 
variations in a single datum, the quantity of money, that 
is, as a theoretical instrument only to be applied under certain 
conditions, it can render good scTvice. Some phenomena, 
jiarticularly cyclical movements, can be explained in this wfiy. 
Certainlj' much of its relevance disappears if we are con¬ 
cerned with fluctuations within economic systems in which 
central direction of the economy is predominant, and where 
money and interest play a quite diflerent and much smaller 
part. This is also the case for e(»onomic systems which though 
of the exchange type have a dilferent kind of monetary system 
from that assumed in trade cycle theory. 

The “harvest” theories and psychological theories of the 
trade cycle should be interpreted in the same way. They should 
be regarded as studies of possible variations in one datum and 
their effects, and if applied in the appropriate place where such 
a variation actually occurs they are useful. (If a crop failure 
occurs, its effect on the economic process will vary according 
to the nature of the economic system in which it occurs. If 
future prospects are considered more favourable by entre¬ 
preneurs, and they alter their investment plans accordingly, 
the consequenees will differ in an exchange economy according 
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to the forms of market and the monetary systems prevailing. 
This is the way to apply these theories.) 

The important studies of time-lags between changes in data 
and prices, and the consequent reactions, are also studies of 
models. Only when they are applied does it become clear what 
importance time-lags have. It is always clear that changes in 
data have very dilTerent effects under different forms of 
economic system. 

(7) In recent decades the influence' oJ‘ consumers on the 
economic process has diminished, a characteristic fact of the 
greatest importance in contemporary economic dev-elopment. 
Sincic Carl Monger ('conomic theory has been demonstrating 
how the needs of Imuseholds backed by purchasing power, that 
is, consumers’ demand, control the productive process even in 
its most distant recesses. Perhaps this theory is now obsolete 
and incorrect and a new one must be worked out? This is what 
Keynes attempted when he sought to explain, among other 
things, how and why the entrepreneur and not the consumer 
occupicid the central key position in the modern economic 
process. Should the attciinpt be made to construct a special 
dynamic theory to explain the shift in the centre of gravity 
away from consumers? 

This shift came about in two stages. At the beginning of this 
century, the entrepreneur gained considerably in power. Pre¬ 
viously dependent on markets and prices, his position changed 
with the decline of competition and the spreading of other 
market forms, and with the advance of amalgamations, con¬ 
cerns, trusts, cartels, and other powerful groupings. He now 
pursued his own market strategy and as monopolist controlled 
important markets. Monetary changes also strengthened the 
position of the entrepreneur. To an increasing extent money 
took the form of notes and bank money, granted as credits to 
the entrepreneurs. Our third form of monetary system came 
to be the prevailing one. The extent and tempo of investment 
markedly increased, and forced saving grew in importance. 
Industrial entrepreneurs with powerful monopolistic or oli¬ 
gopolistic positions were large-scale recipients of bank credit 
and gained control of large areas of the economy. They were no 
longer merely agents acting on the orders of consumers. In 
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those parts of the economy in which this twofold change had 
not taken place, or was not so marked, as, for example, in 
agriculture, firms remained to a large extent dependent on 
markets and consumers. 

The shift in the centre of gra vity away from consumers con¬ 
tinued and entered upon a second stage of development. Cen¬ 
tral administration of the economy gained ground in many 
countries and the central authorities took over the key position 
in the economic process. This is what happened in the war 
economies of the twentieth century, in contemj)orary Russia, 
and in Germany after 1963. Tliis l(‘d to a further growth in 
cartels, combines, and oilier such bodies, but under a different 
economic system these have changed their character (as we 
showed on p. 108) and have liecome instruments of the central 
administration. The jilans of consumers have less influence on 
the economic procc;ss the more completely it is administered 
from the centre. Under rationing and allocation systems con¬ 
sumers' plans are powerless. Whenever central administration 
of the economy advances, markets disappear or lose all their 
significance. The consumer has a still less imjiortant part. 
Entreprc'neurs and bankers surrender their main functions to 
the extent that the economic! process is controlled by officials 
“taking over” stocks, releasing them, and issuing their pro¬ 
duction orders. 

The shift in the centre of gravity away from consumers can 
be traced to a (diange in the economic system not actuated by 
economic conditions, which therefore cannot be explained by 
dynamic economic theories. The theoretical propositions about 
how the economic process is controlled under perfect com¬ 
petition become less and less adequate for explaining economic 
changes, the further this type of economic system diverges 
from that of the real economic world. The propositions lose 
their relevance, but are not incorrect. The theoretical system 
needs extending, not replacement by another. 

If the anonymous plans of millions of consumers and their 
purchasing power lose their function of determining what is to 
be produced and in what way, and this function is partially or 
mainly taken over by the plans and orders of a central ad¬ 
ministration, then economic fluctuations alter their entire 
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course and character. Economic actions are no longer directed 
to meeting consumption. The consumer is no longer an active 
agent, but a passive member of the community. When the 
economy is dominated by a central administration fluctuations 
take the Jmin of shifts in co7isumption, not in employment. To 
initiate investment projects, the central administration can 
force down consumption by directing labour and other means 
of production away from producing houses, foodstuffs, and 
other consumers’ goods, and into the building of canals, 
machinery factories, and other parts of the productive 
apparatus. Depression and unemplo 3 mient need no longer 
appear, because every worker can be (unployed by an order 
from the central administration without reference to the values 
he produces. In a centrally administered economy dispro¬ 
portionate production results mainly in a shortage ol‘ con¬ 
sumers’ goods and in fluetuations in their supplj^. 

In accordance with their reactions to fluctuations three 
types of economic system can be distinguished ("‘real” types 
such as commonly exist, not “ideal” types). 

In economic systems consisting mainly of independent 
economic units, such as have existed throughout long periods 
of history, investment usually proceeds only at a very moderate 
rate. I’lie construction of large buildings or the use of machinery 
is impossible within so small an economic world. Fluctuations 
in investment are of little importance. Of course, there are 
chang(\s in CA^eryday economic life owing to \ariations in 
population and climate and the rapid and radical alterations 
caused by wars. 

In the second type of economic system, in which exchange 
predominates, the economic process is much more extensive 
and the division of labour is developed verj^ much further. In 
this case, as we know, the individual plans and actions of manj^ 
firms and households are brought into mutual adjustment by 
means of prices. How^ far this is successfully achieved depends 
on the forms of market and the monetary system. There arc 
“stable” and “unstable” systems of this type. Those are 
“ unstable” in which the prevailing forms of market are with¬ 
out a determinate equilibrium, such as bilateral monopoly, or 
bilateral partial monopoly, and monetary systems in which 
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marked contractions or expansions in the volume of credit are 
possible. Again, severe disproportions in production can occur 
if much iiu estmcnt is taking place. Above all such economic 
systems lack a mechanism for effectively smoothing out dis¬ 
proportionate developments. An example is the world 
economic crisis of 1929-82. The market forms then prevailing 
Avere unable to o\ erconie the disproportions that had been 
created, and this was the main cause of the severity and length 
of this depression. Economic fluctuations take a different 
course in stable systems of the exchange type, in which the 
banking system is not inclined to violent expansions or con¬ 
tractions and where perfect competition prevails. 8uch systems 
are regulated by the well-known jnechanisni of competitive? 
price formation, and under them there is a tendency for com¬ 
plete equilibrium to be brought about. 

In the third type of system, dominated by central admini¬ 
stration of the economy, the picture is again completely dif¬ 
ferent. If tlie administration wishes, it can force u}) the rate of 
investment. It ean also carry out long-term investment with¬ 
out important fluctuations. Investment activity is only limited 
by the impossibility of forcing the supply of goods for current 
consumption below a certain minimum, without altering the 
effectiveness of the labour supply. Since there is no possibility 
of accounting in any objective units, or of any reliable calcula¬ 
tion of costs, there is large-scale mal-distribution of labour and 
other means of production, liut lack of equilibrium in this par¬ 
ticular sense takes quite a different form from that which 
occurs in systems based predominantly on exchange, since it 
flnds expression in the current supplies of consumers’ goods. 

The value of a scheme of types of this kind must not be 
overemphasised. It may, when completed, help the study of 
problems of fluctuations, but it must not mislead one into neg¬ 
lecting the special characteristics of each particular economic 
system which give it an individuality of its own, and which it 
derives especially from the nature and extent of the many 
supplementary formal elements it contains. Only the morpho¬ 
logical analysis of actual economic systems can clear the way 
to a solution of the problem of the trade cycle. 
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V. ECONOMIC POWER 

(1) ‘‘ In the Middle Ages ”, Jacob Burckhardt said, “ the two 
sides of man’s consciousness—that turned outwards on the 
Avorld and that looking inwards at himself- lay, so to speak, 
behind a veil, dreaming and half awake. The veil was woven 
from beliefs, delusions, and childish imaginings.” This veil dis¬ 
appeared with the Renaissance. The modern purely sc^cular 
state with its far-reaching claims to power at home and abroad, 
with its princijdc of “reasons of state”, and its ruthless 
struggk's for power, swept through history like a powerful 
wind. But however miudi the Renaissance marks a break with 
the Middle Ages, the latter also were full of struggles for power. 
It would be a misunderstanding of Burckhardt to interpret him 
as not being aware of this fact. Not only was there a clash 
between the powers of church and state, but bitter struggles 
for power occurred elsewhere: the towns against the clerical 
and secular landlords, the towns amongst themselvt^s, the 
nobility against the craftsmen, among the different guilds and 
the ruling classes in the cities, the landlords among them¬ 
selves. What was at stake Avas not simply the spiritual inde¬ 
pendence of the church or political poAver, but often inter- 
Avoven Avith these political and religious struggles there Avas the 
desire to conquer or destroy economic power. Concentrations 
of economic power are not peculiar to the period since the 
Renaissance, or to the era of “capitalism”. They existed to an 
even greater extent in the Middle Ages and in other periods of 
history. To understand economic reality past, present, and 
probably throughout the future, it will be necessary to under¬ 
stand economic power and to perceive the striking uniformities 
in the method of groups struggling for power. How arc we to 
do this? 

(2) This is a question of the greatest importance. Historians 
and economists arc always in danger of missing the significance 
of struggles for power, their fury and brutality. Particularly 
during periods of peace or of a belief in progress, as towards 
the end of the nineteenth and the beginning of the twentieth 
centuries, there is a tendency to take the sting out of history, 
and especially out of economic history. EA^en to-day many 
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economists still seem unable to appreciate how full economic 
history is of brutal struggles for power. As a result they are apt 
to smooth away the sharp edges of economic life and so fail to 
understand it. 

It took Taine twelve years to write his History of the French 
Revolution, Those long years left an impression on him which 
he has described most vividly. He (luotes Clement of Alex¬ 
andria, the authority on ecclesiastical law, as saying: “In the 
Egyptian ternpk\s the holy of holies is veiled by mysterious 
gold-enil>roidered curtains. If you approach with the intention 
of looking at the image of the god, the priest stops you, sings a 
hymn in the Egyptian language, and pulls back the curtain as 
though lie Mere going to show you the god. What j ou see is a 
crocodile, a large snake, or some other dangerous rt^ptilc. That 
is the Egyptian idol, some fearsome creature moving around on 
its purple covering.” Taine continues: “There is no need to 
journey to Egypt and return to the ancient world. For my part 
I wanted to see these things at close quarters. I set myself in 
the second half of the last century and have lived there for 
twelve years. Like Clement of Alexandria, I have looked at the 
temple and then at the idol from near at hand.” W(i economists 
too must pull back the curtain with w hieh partisan ideologies 
have veiled the concentrations of, and struggles for, economic 
pow^r. We too must look at them from close at hand, and wdiat 
we shall then see wdll often resemble what Clement of Alex¬ 
andria saw' behind the curtain. Economies is, or more correctly 
ought to be, a completely dispassionate science. How then can 
we obtain through it an understanding of economic pow'cr? 

In the first place, the economist must have first-hand 
experience of economic power and of struggles for economic 
powder. If, for example, Schmoller had had personal experience 
of struggles betw^een cartels and outsiders, and not simply come 
by his knowledge of cartels and cartel policy through books, 
enquiries, and interviews with industrialists and senior 
officials, he would have realised that what happens is not as he 
soothingly suggests “a victory for certain common interests 
over greedy, short-sighted selfishness”, but that what is vic¬ 
torious is a form of group selfishness. He would also have been 
careful not to characterise the self-interest which the cartels 
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represented, as a form of common partnership. In short, ht‘ 
would have understood what economic power was. 

What applies to Schmoller applies also to many economists 
of Iiis day and ours. They lack simple everyday accpmintaiice 
with economic struggles and the trickery, subterfuge, and 
brutality with which they are waged. We must first understand 
contemporary economic life Ix^forc we can propc^rly understand 
the economic struggles of past periods, as, for exampk% those 
of the guilds and their policies in the Middle Ages, which many 
historians and economists represent as so ideally harmless. Tlie 
scliooling and disillusionment of personal expericMices is the 
best guide to the struggles for power of the past. 

Secondly, the scheme of morjihological and theoretical pro¬ 
positions must be applied to a concrete historical situation. 
TIutc is no fundamental inapplicability of economic theory to 
the phenomenon of economic power. It is only inadeejuate or 
doctrinaire theory not derived from the analysis of historical 
conditions that is bound to fail. Correctly worked out, 
economic theory is not only reconcilable with the phenomenon 
of economic power, but, together with the morphological 
apparatus, it is an indispensable means for understanding it. 
By applying our morphology we can characterise any existing 
power conditions {v, para 3 below), and by applying economic 
theory we can determine more closely its extemt and its 
economic effects {v. para 4 below). 

(8) We have already shown (r. p. 120) that the totally 
centralised economy represents the maximum concentration of 
power in the central authority, wliich alone formulates 
economic plans and controls the actions of all the members of 
the community, who for their part are left without power or 
freedom. The typical condition of labour in the centrally 
administered economy is slavery and bondage. Thus it was in 
the Inca state between 1450 and 1525, where the conquered 
tribes were held down not only by the military organisation of 
the Incas, but by the rigid central administration of the 
economy. Similar concentrations of power existed in the great 
temple economies of the Pharaohs, where the individual was 
to a large extent deprived of his freedom of movement, though 
some characteristics of an exchange economy were present. It 
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would be a mistake to look for economic power only in large 
communities. It exists also in smaller social units with a cen¬ 
trally directed (‘conomy; that is, where a “simple” centrally 
directed economy or independent economy (or economic unit) 
exists, or a centrally directed (x*onomy without a central 
administration. When a (ireek of the fifth century n.c. had ten 
slaves M'orking in his houses he had far-reaching economic 
pow(T u^’e^ them, as did tlu‘ controller of a manor in the early 
Middle Ages over his slaves or tied tenants. In the centrally 
administered economy economic power is public?, in the simple 
centrally directed economy it is private. 

Where\'er the system is fundamentally that of an exchange 
economy, where, that is, individual economic units depend on 
the market and adjust their plans and actions accordingly, 
economic power asserts itself in another way. Very powerful 
economic positions can he built up here as well. These are 
often supported by the state and through them political power 
is exercised. In the exchange economy (‘conomic struggles 
develop betw(?en rival powerful groups. Aftcir working out our 
morphological system we can readily understand this. It is 
clear that the power of an individual economic unit is the 
greater, the; more the form of the market ay)proaehcs that of a 
monopoly or monoi}sony. It liolds further that an individual 
monopoly, other things being equal, is in a stronger position 
than a collective monopoly, the power of which is often 
weakened by internal conflict. Thirdly, positions of powder are 
much more easily built up on either side of markets if they are 
closed, or if one side is closed, than in open markets. Fourthly, 
tlie pow er of an economic position varies with the importance 
of the market. A monopoly of wdieat in a country eating wheat 
bread is in a position of much greater powder than the mono¬ 
polist of sewing cotton in the same country. 

Let us take some examples from history. At the turn of the 
thirteenth and fourteenth centuries, the long-distance traders 
and ship-owmers of Liibeck and of the so-called “Wendish” 
towns of the Baltic, by combining closely together, managed to 
obtain a dominating economic position in Norway. The Hansa 
headquarters in Bergen was in a tremendously strong economic 
position: it had a monopoly of imported corn, flour, and beer 
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for Norway, and, as sole purchaser, a monopsony of cod and 
other fish which, when prepared, were sold monopolistically, 
or partially so, throughout Europe. Also, as the control of the 
entire shipping traffic with Norway was in the hands of the 
Liibeck ship-owners and their friends, it had a further mono¬ 
poly. “ The way in which the German nKTchaiit succeeded 
in tying the northcTn fishermen of Lofoten to his branch in 
Bergen by means of a permanent indebtedness of thci fishermen 
to the Bergen merchant, is one of those facts of mcdiev’^al 
economic life whi(?h simply cannot be made eonifiatiblc with 
certain irrepressibly romantic conceptions of it” (Rorig). 

We have here a case of concentration of pow iT, the peculiarity 
of wdiieh was that three monopolies were linked together in 
mutual sujiport in a special way. The supply monopoly of 
certain important foodstulfs in Norway, the demand mono¬ 
poly (monopsony) for Norwegian fish, the main product of the 
country, and a partial supply monopoly for Europe of an 
important food. The demand monopoly was to a large extent, 
though not legally, '‘closed^’ by the indebtedness of the fisher¬ 
men, so that a competitor was unable to enter. By applying the 
the theory of monopoly we can explain the effects of the 
economic power of Lubcek and her allies in Norway and the 
European market on the distribution of income and proj:)erty 
in Liibeck and the other Hansa towns. 

The economic power of the great Ravensburg Trade Associa¬ 
tion and the other associations of the I^ake Constance area in 
the late Middle Ages has been described by Aloys Schulte: 
“About 1400 the many linen weavers of Constance and other 
towns on the lake were selling their linen to largo numbers of 
(competing traders who were active throughout the western 
world. When partially monopsonistic trade associations began 
to be formed, conflicts broke out between the associates and 
the linen weavers’ guild.” The revolution of 1420 and the 
period of tension preceding it w’^ere partly due to economic 
factors. The weavers of Constance saw the enormous profits 
made by the Muntprats company and believed that they could 
circumvent it. So long as they had a large number of merchants 
as customers this calculation was correct, but as competition 
decreased with the formation of associations, until in the end 
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there was just the one purchasing association covering many 
towns, they found that they were unable to do so. We do not 
know how the Muntprats did their buying, but it is clear that 
Iiere was the first open struggle between a German guild and a 
trade association building up a monopoly position for itself. 
The weavers wer(‘ defeated and the Muntprats and many other 
firms joined tlie Ravensburg Association, which now brought 
together in one association traders from all over the area north 
of Lake Constance, and controlled the imports and exports of 
the whole territory for about a century, possessing, of course, 
great political influence. Our classification of market forms 
enables us not only to descTibe the historical facts more pre¬ 
cisely, but also to appreciate better the concentration of power 
on the one side and the loss of power and independence on the 
other. 

The power of the Fuggers and other Augsburg houses in the 
sixteenth and seventeenth centuries had a different basis and 
different effects. The absolutist princes m'cded a lot of money 
to carry on their wars, and could get it only from a few houses 
which were in the position of oligopolists, or of partial or even 
complete monopolists in the loan inark('t. The princes them¬ 
selves, being oligopsonists, offered the financial houses what 
princes alone could offer, that is, exclusive rights of wholesale 
trade or trading privileges. That is how the notorious copper 
and silver purchases of 1514 and 1515 in the Tyrol came about, 
and how many other temporary and pernianent monopolies 
were obtained with state support. 

The power of the Fuggers rested on an unique concentration 
of the monopoly power as moneylenders with closed mono¬ 
polies both of supply and demand in many branches of whole¬ 
sale trade and partly in mining. We can only understand the 
differences between the economic power of the Fuggers, that of 
the Ravensburg Trade Association, and that of the Hansa 
merchants in Norway, if we use the tool provided by our clas¬ 
sification of the forms of market. These uses make it par¬ 
ticularly clear how necessary this morphological analysis is for 
understanding economic history. 

The position of a European central bank of issue in 1910 was 
different again. Here was a case of a simple closed supply 
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monopoly of bank notes in a country. The position was sig¬ 
nificant because it covered a good which was of grc'at impor¬ 
tance in everyday economic life at that time. 

We may decline the power of the German trade unions in 
1927 or that of the.* employers’ associations of the period, in the 
same way. In the labour market, bilateral partial monopoly or 
similar forms existed. Struggles liroke out in the; course of 
which the power of one group was wcakcn(‘d by another. How 
far this could go, and how far in this case an equilibrium was 
reached, can only be discovered by using th(j th(‘ory of 
bilateral monopoly. Similarly, the struggles betwee^n two or 
three shipping lines serving a particular port as oligopolists 
can be understood, as can the campaign of the German 
cement syndicate against outsiders and those sheltering or 
seeking shelter behind it, against whom the partially mono¬ 
polist syndicate was ot*ten able successfully to wield monopoly 
power. 

Only in one form of market does economic power disappear 
complet(‘ly, that is, under conditions of perfect competition. 
Let us take, for example, the German mark('t for knitted goods 
in 1925, or the rye market of eastern Germany in about 1880. 
No supplier or demander iiiHuenced supply, dianand or price 
by his actions to the extent that he took account of the 
reactions to his purchases or sales in the mark(‘t. In his 
economic plan price was a datum. No supplier of knitted goods 
or of rye was dependent on a special customer. It was the same 
in the labour markets in which approximately perfect com¬ 
petition reigned, for example, the Berlin labour market for 
domestic servants in 1924. No employee was dependent on a 
particular employer or association of employers, and vice 
versa. 

Some may wonder whether, under perfect competition, the 
comparatively large fortunes that some individuals have at 
their disposal might not put them in positions of greater 
power. The big industrial or manufacturing firm has con¬ 
siderably greater power vis-d^vis its customers and its workers 
than has the small firm. Might not this show that the power of 
the individual firm does not depend only on its position in the 
market, but on its size ? The answer is: no. The big agricultural 
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unit which sells its own corn or cattle under competitive con¬ 
ditions does not possess any considerable economic power. It 
only does so if in consequence of its size it has certain markets 
partially or entirely under its control; that is, where it is not 
subject to competitive conditions but to some other form of 
market. The f)ig agricultural unit may, for example, have a 
nionoj>sony or partial monopsony of the labour supply ol‘ a 
\ illag(‘, gi\ ing it (M^ojiomic powc^r over the inhabitants who are 
all dependent on the big firm. This ceases to be so when other 
sources of demand lor labour appear. Tla^refore, the size of the 
firm does not alone indicate its economic power, but only 
niaki‘s lor economic power, or a position of powxT, if it leads to 
monopoly, oligopoly, or forms of market other than perfect 
comp(*tition. Th(‘ larger the firm, the greater the chance that it 
is buying or selling in such a form of market and thus exer¬ 
cising (‘conomic })OW'er, but nothing further can be concluded. 
In the (‘xchange (‘conomy it is the jnarket position which 
decides the ( xlent of economic power, with the result that 
under f)erfect competition even large firms are to a considerable 
extent powerless. 

Under perfect competition the individual unit is almost 
powerless, but not completely so. The particij)ants in a per¬ 
fectly competitive market are not so powerless as those mem¬ 
bers of a totally centralised economy w ho do not belong to the 
controlling authority. There is a distinction here of great prac¬ 
tical importance. An economy of perfect conipetition in all 
markets and a centrally administcTed economy are two 
extreme limiting cases at opposite poles to one another. With 
competition approximately perfect every supplier or demander 
does exert some small influence. Without individuals being 
conscious of it, all together determine prices and therefore the 
whole economic process. As there arc no concentrations of 
power, there are no relations of personal economic dependence, 
though certainly there is dependence on an anonymous mar¬ 
ket. If perfect competition existed in all markets in a country, 
all firms, households, and the entire population would be to a 
large extent without economic power, or rather each would 
have a very small share of power. Economic power would not 
present anv considerable problem in such a country. 
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(4) After applying our morphological analysis and deter¬ 
mining the degree of economic power in a particular case, the 
propositions of theory can be used for a more precise descrip¬ 
tion of its extent and for understanding its effect. 

For example, the power of a coal syndic^ate might be studied. 
The basis for the analysis of its power would be the fact that it 
had the })osition of a supply monopolist, not of a partial mono¬ 
polist or oligopolist, and that the supply was closed and the 
monopoly a collective one. The power of the syndic^ate may 
vary \vithin this form of market. I'o fix it more precisely, the 
results of theoretical analysis must be used. These show, 
among other things, that the greater the elasticity of demand 
the less powerful is the position of the supplier. The elasticity 
of demand for coal may be large because such substitutes as 
oil and lignite are available. This would limit the power of 
the syndicate. Any rise in price could easily be evaded by con¬ 
sumers using other kinds of fuel. If such substitutes disappear 
and the elasticity of demand declines, the power of the syn¬ 
dicate would increase. In the second place, if the demand 
curve is raised to the right the power of the supplier in(*reases, 
while it decrease's if the curve is lowered to the left. If, say, as 
a result of an expansion of credit, more coal was demanded at 
the same i)rice, the power of the coal syndicate would increase. 
In the reverse cases, if witli the price of coal remaining the 
same less coal is demanded because of deflation, then the 
power of the syndicate would decline. These relations can 
(easily be ascertained for other forms of market. 

The corresponding propositions for the supply side have the 
same validity, though obviously in the reverse sense. The less 
elastic supply is, the more limited the power of the supplier. If 
with a fall in wages the supply of labour on a labour market 
remains the same or even increases (r. p. 155), then the pow('r 
of a monopsonist firm over its workers is much strongcT than 
in the case where with a small fall in wages the supply of 
labour declines sharply. Finally, if the supply curve shifts to 
the right with demand remaining the same, the power of the 
workers is reduced, and if it shifts to the left it is increased. 

(5) “Power” is simply a word, and unless we make some 
reference to its wide significance in economics, as in politics, 



272 The Foundations of Economics 

we shall not get very far. Mysterious talk about the power of 
“capitalists” and its obscure effects docs not tell us much, so 
that it is important to make clear the essential characteristics 
of (‘conomic pow(T. 

Our short sketch shows that this word “power” has covered 
throughout the centuries, and in dill’erent parts of the world, 
widely varying facts, as has also the term “struggles for 
power”. The economist's task is to get to grips with these 
facts, to distinguish them from one another, and to bring to 
light their economic and political elleets. If that is done, some 
real content can be put into the concept of economic and 
political power. Economic power is not something irrational or 
mystical, but is comprehensible and accessible to rational 
analysis. It is the same with the opposite of power—economic 
dependency and lack of freedom. B(‘(?ause of the variety in the 
facts this is a difficult task to face. None of the positions of 
power that we discuss<‘d rescmibh s another, whether it is that 
of the Egyptian temple administration, that of the Bergen 
branch of the Hansa in the fourteenth century, that of the 
guilds of Flemish traders, that of the Silesian merchants of the 
middle of the niiK'tecnth century, or those of modern central 
banks of issue, railway administrations, and heads of central 
administrative authorities. None of them is like* one another. 

A special scientific method is necessary if we are to pene trate 
into the phenomenon of economic power and understand the 
relations between economic and political power, usually to be 
found in mutual support of one another. How the problem can 
be dealt with has been briefly described. An eye for historical 
fact and historical perspective must be combined with use of 
the morphological and theoretical apparatus. Here the classi¬ 
fication of economic systems, from the centrally directed 
economy to the many forms of exchange economy, can be of 
important assistance in understanding the multiformity and 
variety of history. It is not sufficient, for example, to explain 
that before 1914 in Germany the Reichsbank, certain cartels, 
employers’ associations, trade unions, and railway administra¬ 
tions held positions of great economic power. When applying 
the scheme of market forms and monetary systems one must 
also describe the sources and effects of the diflerent positions 
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of economic power, define their place in the existing economic 
system, indicate the concentrations and coalitions of economic 
power, and account for the areas occupied by comparatively 
powerless individual economic units. Only in this way can 
struggkis for power really be understood, as also the entirely 
dilTercnt significance they have according to whether it 
is a struggle betw'een single large suppliers, or a case of 
bilateral monopoly. Or one might take the case of the German 
economic system in 1930, where the power of the central 
administrative authorities w^as pittc^d against powerful private 
groups such as cartels or large partially monopolistic enter¬ 
prises. Th('n there are the many varieties of struggles for 
economic powTr throughout the w'orld economy, in the markets 
for nitrogc'M and electric bulbs. 

Not only is there a vast variety of ever-changing phenomena. 
In the many forms of power to-day and in the past, and in the 
confusing variety of economic struggles, certain basic forms of 
organisation and certain parallel relationships between facts 
W'ill be found to repeat themselves. The deeper the analysis of 
individual cases is carried, the more plainly a certain uniform¬ 
ity in the phenomena of economic powder emerges. Economic 
power and the struggles over it, as well as economic depen¬ 
dence and bondage, in spite of all their multiformity, show the 
same kind of general unvarying form which w’^e have already 
discovered in the structure of economic systems and in every¬ 
day economic activitics.^*'^ 



Chapter V 

MAN IN HIS ECONOMIC LIFE 


WE HAVE DEMONSTRATED that thc apparcMitly unlimited 
range of ceononiie forms which history has to show can be 
reduced to a limited number of typical economic systems, each 
with its particular variants, and that this providc's a basis for 
understanding ('conomic reality. 

It may be objected that even though thc variety oi institu¬ 
tions can be reduc(^d to order, the individual man is always 
changing. Was he not quite different in thc Middle Ages from 
what he is to-day, acting economically in quite a diiferent 
spirit? Surely there arc great difference's between the attitude 
to economic life of men of different cultures, between the 
European, the Chinese, the Indian, and the South American? 
Nineteenth-century science has taught us to see man not as a 
fixed constant, but as continually changing in thc course of 
history. If this is true, how can an attempt to work out a ffingle 
apparatus of economic theory for the whole* of history be suc¬ 
cessful? It would be so only if man showed a certain constancy 
in his economic plans and actions. His behaviour differs at 
diff'erent times and in different countries, and thus thc main 
question is: How do these human differences affect the course of 
economic cv€7its^, 

I 

Before' we can answer this important ejuestion wc neeei first 
t o consider se)me of the prevailing views em the subject. These 
being generally familiar, there is no need to do more than 
briefly sketch them here. 

The question derives from the conception of economic his¬ 
tory prevalent in the late nineteenth and tlu* beginning of 
the twentieth centuries, that, in his economic life, man behaves 
differently from age to age. The changes in man’s economic 
life are best expressed by saying that whereas he used to act on 
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the principle of meeting his needs {Bedarfsdeckungsprinzip), he 
now acts according to that of acquisitiveness. Prevailing 
theories of (‘conomic motivation are mainly based on con¬ 
trasting tliese two principles and their alternating predomi¬ 
nance. “Differences’', Sombart wrote once, “arise originally 
out of the varying goals the economic subjects set them¬ 
selves.” Men either strive to provide themselves with supplies 
of consumers’ goods limited in quantity and kind, that is, they 
try to cover their natural requirements, or they strive after 
profits, that is, to gain by their economic activity the maxi¬ 
mum cpiantity of money. 

In the first case we describe their economic actions as 
coming under the principle of meeting their needs, and in the 
s(‘eond under the acquisitive principle. Sombart holds that all 
economic life before ca])italism was for meeting needs. This 
was the case with tlie early independent economies of primi¬ 
tive tribes, the household economies of the ancient world, and 
the craft industries of the Middle Ages, lie and his followers 
laid special str(‘ss on th<i spirit which characterised medieval 
economic life. In the Middle Ages, in Europe, the peasant, the 
landlord, the craftsman, and the trader acted on the principle 
of meeting their own needs. They were dominated by the idea 
of subsistence, and all they wanted, apart from the exceptions 
wdiich proved the rule, was to satisfy a need given in nature and 
extent. Capitalism with its desire for profit diverges strongly 
from this attitude. However, capitalism is now passing and the 
post-capitalist socialist economic systems will victoriously re¬ 
introduce the principle of meeting needs (or “production for 
use”). Then production will not be for monetary gain, but to 
provide consumers’ goods. That is Sombart’s argument which 
wci present here as representative of the whole trend of 
thought. It is no mere accident that such views have found 
wide public acceptance. 

Wishing to understand correctly men’s economic behaviour 
in the past and in the present, wc are merely interested in the 
antithesis of the principle of meeting needs and that of seeking 
profit. If the antithesis holds, then two theoretical systems are 
necessary, one in which needs, and another in which the profit 
motive, is taken as given. 
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There are two ideas contained in this antithesis. It is stated 
as a basic principle. Then, secondly, it is held that at some 
periods the one, and in other periods the other, principle has 
been realised. It therefore contains both a philosophical thesis 
and an historical thesis. 

A. Let us take the second statement first and assume that 
the antithesis is logically sound. We have to ask first whether 
economic life before the so-called capitalist period really was 
carried on according to the principle of meeting needs. 

The question hardly recpiires a negative answer, for it has 
already received one. Take first the Middle Ages. So long as the 
earlier picture of medieval economic life as one of small 
“bourgeois’" town economies was accepted, it was easy to 
assume that the idea of subsistence was tlie prevailing one. The 
more modern picture, with its extensive^ division of labour 
between localities, with long-distance trade holding an impor¬ 
tant position, and with a variety of highly developed forms of 
trade and credit, makes it possible to see in what spirit men 
carried on their economic life in the Middle Ages. It was in no 
uniform spirit. There was first of all the long-distance tradcir 
moved by a strong profit instinct. Nor was it the case that “ he 
sought to satisfy all his greed for profit and money outside the 
region of the production and transport of goods, and partly 
even of the trading of them” (Sombart). Quite the opposite. 
Th(i long-distance traders of Cologne, Liibeek, Nuremberg, 
Bruges, Venice, and many other great cities were really the 
organisers of the economic life of the Middle Ages. In its 
central and later periods, it was their bold spirit of enterprise 
driven on by their desire for profit and power, which created 
and upheld the whole economy of Europe. 

Of course, there were many differences even in the same city. 
The Liibcck merchant aristocrats of the late fifteenth century 
had no longer anything approaching the daring and enterprise 
of their forefathers of the beginning of the fourteenth century. 
Such differences in the economic spirit of the ruling class are 
also important as between different cities at the same period, 
for example, between Bruges and Antwerp around 1500. How¬ 
ever important the differences were, these traders and mer¬ 
chants were all dominated by a powerful striving after profit. 
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This was not always by any means so cynical and brutal as it 
was in the case of the Flemish eloth-trader and aristocrat 
Jehan Boine Broke, of whom Espinas has given a terrible 
picture. But what moved these traders was always the striving 
after profit. Medieval trade gave exi)ression to a vigorous lust 
for power to which the notion of subsistence was compkftely 
foreign. 

Certainly a diflxTcnt spirit often prevailed among the crafts¬ 
men, where the idea of subsistence had a certain importance. 
The craftsmen in their dealings with merchants demanded at 
least a customary subsistence, while at the same time fighting 
for an improvement. The history of most towns is full of such 
struggles. "'Mutatis mutandi the member of the guild may well 
be compared with the organised worker in Europe of recent 
decades” (Gunnar Mickwitz). There is no trace of what is 
called the principle of meeting needs among this class of 
craftsmen, who were not usually of the ruling class. Their 
notion of subsistence was sonK'thing different from what the 
older generation of historians held it to be. 

The position of the economy of the ancient world was very 
similar. There is no need to occupy ourselves with the false 
picture of economic life in ancient times which the constructors 
of “stages” and “styles” of economic development have 
drawn, nor with the variety of diflerent economic forms 
actually realised. We w^ant now to consider the so-called house¬ 
hold economy,* which was by no means typical of the economy 
of the ancient world, but which existed in certain countries 
and periods, in Homeric Greece and in Rome in the second 
century a.d. 

It is thoroughly false to suppose that there was no “striving 
after profit ” in such a “ household ” economy. There was, often 
to a very high degree. The slaves w^ere often most ruthlessly 
exploited and their labour used to enrich their master. 
Descriptions of the big estates of later Roman times, on which 
hundreds and thousands of ill-nourished slaves laboured in 
chains at their heavy tasks for the sake of the almost un¬ 
limited greed for profit of their masters, make the idyllic 
accounts of “production for use”, or the principle of meeting 
♦ Oikenwirtschaft. 
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needs, supposed then to be prevailing, sound extremely 
peculiar. A very serious error is being committed when people 
believe that in such “household” economies only the claims to 
subsistence of the participants were satisfied, or that in a cen¬ 
trally directed economy only the principle o f meeting needs could 
be realised. History shows just how false this is. Where th(‘ 
centrally directed type of economy, or something approxi¬ 
mating to it, has existed, it has often been that people not only 
“strove after profit”, but did so to excess and with appalling 
brutality. The great oriental empires of antiquity, the big 
estates in India where' immense riches were amassed, or tlu' 
Incas who used their centrally administered economy to 
enrich themselves with gold and treasure, arc forceful ex¬ 
amples. This “striving after profit” has not necessarily been 
a feature of predominantly centrally directed economics. It 
was not general in the “household” economies of the ancient 
world, nor in the family economies of Europe in the nineteenth 
century, nor yet in certain Christian communities in America 
which had a communal economic systc'rn. It has dej)ended 
on the moral and religious standing of the leaders. History 
shows that \ ery often this unscrupulous striving after profit 
flourished strongest where the majority of the community was 
more or less completely powerless. 

This contradicts the view of Aristotle and many modern 
writers that the pursuit of profit developed first with the 
introduction of money and an exchange economy, and that it 
cannot express itself in a centrally directed economy. The idea 
that subsistence “characterises all pre-capitalist economic 
life” finds no confirmation in history. Economists should free 
themselves once and for all from such dangerous and unreal 
conceptions about the economic life of the past. 

U. This only answers the historical question. The question 
of principle remains. Is this antithesis applicable? 

We hold that it is not. It does contain some truth and if 
necessary can be used provisionally, but if pressed deeper it 
fails. 

(1) It is false to contrast antithetically the pursuit of 
monetary gain and the meeting of needs. For monetary profit 
or gain is always pursued in order to satisfy needs. It is only 
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necessary to look at the facts and ask why the modern worker 
or employee s(*eks money. It is to satisfy his needs, money 
being only a means to an end or a means of exchange. For the 
modern entrepreneur monetary gain is never an end in itself. 
Small entrepreneurs who are a large majority, need money to 
meet their daily needs, whether they are retailers, small indus¬ 
trialists, or farmers. The entrepreneur with a big income is also 
moved by the desire for self-expression and power. These also 
are needs, often felt with the greatest intensity, and they 
motivate economic action in the same way as other needs. The 
concept of needs must not be draw^n too narrowly. Men will 
alw^ays make use of the money they earn. The maximum 
possible quantity of money is never the final goal of 
economic activity. Fivcn for the neurotic miser money meets 
the need for a feeling of security against his f(‘ars for the 
future. 

(2) The antithesis includes the implication, sometimes 
expressly stated, sometimes tacit, that the principle on which 
the centrally directed economy is based is that of meeting 
needs, while in the exchange economy it is that of profit. It is 
taken for granted, notably by Marx and his disciples, that wdth 
the disappearance of the exchange economy the principle of 
meeting needs will prevail. Sombart simply contrasts the 
economy based on exchange and th(‘ economy based on meet¬ 
ing needs. Nowadays the opposite would be more correct. In 
particular, the centrally administered economy is not based on 
meeting needs. In economic systems in wdiich centrally admini¬ 
stered methods of control predominate, it is thc‘ central 
administrators who decide about the economic procc\ss. How 
far they consider the meeting of consumers' needs depends on 
their particular judgments. They can, for example, undertake 
a huge investment or armament programme, and limit the 
supply of consumers’ goods to the minimum. We know from 
history how often this happens. In so for as the authorities may 
wish to meet the consumers’ needs, the very variety of these 
makes it extremely difficult for them to determine what they 
are and how to direct the productive process so as to meet 
them. In the exchange economy the influence of consumers is 
always greater, though it varies with the form of the market. 
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It is at its greatest under perfect competition, and much more 
limited under monopoly, which is placed in this respect 
between perfect competition at one extreme and the centrally 
administered economy at the other. 

(3) It might be obj(?cted that our argument is not fully 
convincing. For example, there have been farmers wlio have 
wanted simply to satisfy their traditionally givc'ii needs, who, 
when these are satisfic'd, disregard any opportunities for 
making more money. In contrast with these there are others 
who exploit to the full every opportunity of monetary profit. 
Whether they do the one or the othc'r has an important 
influence on the course of economic events, and this contrast 
is what the antithesis of meeting needs and striving after 
profit is aiming at expressing. 

To this the answer is that the distinction is essential, though 
it is very imprecisely described in ordinary language. The 
economist must take account of it and formulate it precisely. 
We shall discuss this presently. But the antithesis of “meeting 
needs” and “striving after profit” is not an adequate descrip¬ 
tion. A farmer who only cultivates and sells sufficient to meet 
his limited traditional needs is also striving for monetary gain. 
Often the monetary gain is bound up with the intention of 
satisfying only limited traditional nix*ds. On the other hand, 
men who exploit every chance of <;arning more, and who act, 
that is, on tlie principle of monetary gain, are satisfying their 
very extensive “needs”. 

On the whole this contrasting of the principles of meeting 
needs and striving after profit must be avoided. It is appre¬ 
ciated that there is and has always been a certain variety in 
men’s economic behaviour, and that this behaviour alters, but 
one cannot describe its variety in these terms; in fact, this 
antithesis obscures rather than expresses it.®® 

II 

We must formulate afresh the question of how the differences 
in human beings and in their behaviour which we find in his¬ 
tory, influence the course of economic events. 

If we investigate a manor of the early Middle Ages and com¬ 
pare it with an English ironworks of the present day, and then 
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ask how the attitudes of those directing these two economic 
units differs, and how their special characteristics affect the 
course of economic ex ents in the two cases, we are confronted 
first with the preliminary question of how ftir the behaviour is 
in each case uniform or varied. This is a question of great 
importance. 

We shall show that in both eases their economic l)ehaviour 
is at the same time constant and varying, constant at one level 
and varying at another. 

A. Constant: everywhere and at all times man finds himself 
in the daily situation of having to adjust his needs to the 
means at his disposal for satisfying them, and vice versa. In 
this respect nothing has altered fundamentally since the 
beginning of history. Not only is the human situation always 
basically the same, but also the actions intended to overcome 
the problem remain in essentials constant. Everywhere men 
try in their economic plans and resulting actions to attain a 
certain end with as small an expenditure of means as possible. 
They always follow the economic principle. 

Perhaps it was ignorance of what the economic principle 
means, or ignorance of history, but in the main probably a 
combination of both, that has misled people into thinking that 
men have only acted in accordance with the (economic, prin¬ 
ciple in what is called the “capitalist” era, and that previously 
and in other cultures it has been otherwise. There is nothing 
whatever in history to support that view. Let us consider the 
Chinese peasant of the late nineteenth and early twentieth 
centuries. He lives in a family economy enlarged to include all 
his kinsmen. His ev^eryday life is dominated by a belief in 
spirits and a worship of his ancestors. But however much lie is 
bound by beliefs, superstitions, customs, and traditions, 
within this framework (or it might be said, w'ith these data as 
a framework), he acts in accordance with the economic prin¬ 
ciple. He makes sacrifices partly from an ethical and religious 
sense of duty: to that extent the sacrifices are an end in them¬ 
selves. Or he makes sacrifices in order to ward off a threatened 
crop failure: then they are a means to an end. In both cases he 
is acting according to the economic principle. In the one case 
by making the sacrifice, he seeks to gain his end with the 
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minimum possible expenditure of values, and, in the other, 
the sacrifice is itself a means for obtaining as large a harvest 
as possible. 

During most of human history magic has been an important 
lactor in nuin's thoughts and actions, but it is not to be sup- 
])osed that the economic principle has therefore not been 
followed. If the Homan peasant under the Empire sacrificed to 
Saturn the god of sowing, as well as to other gods, and generally 
held to the old surviving primitive techniques, he was acting 
entirely in accordances with the eseonomic i)rinciple. He 
expected a service* from the gods in return, so the sacrifice 
represented a part ol’ his economic expenditure. Similarly with 
the Roman ship-owner the prow of w'hose ship was exquisitely 
carved in order to please the god of w inds and calm the weaves. 
Travellers report that even to-day in certain villages in N(‘W 
(riiinea, when houses are being built, a magician is com¬ 
missioned for a fairly high fee to cast a spell on the beams. To 
us such expenditure seems an uneconomic and useless expense 
at N'ariance with the economic principle, but to the peophi of 
this N(‘w (iuinea tribe it is a necessary cost, and follows fronj 
the ('conomic principle. Without it, according to what they 
believ(*, the purpose, that is, the building of the house, wmild 
not be carried out at the lowest cost. The house would be 
destroyed by floods and storms and further heavy but avoid¬ 
able exp(*nditure would be necessary. 

It w'ould be easy to add to these examples. Saints living in 
the desert on locusts and wild honey acted according to the 
economic principle, as do children influenced by ideas of 
magic. It is not to be (confused wdth the striving for maximum 
profits or with the principles of “capitalism”. Planning and 
acting on the basis of the economic principle is not simply a 
peculiarity of “the trader” or of the modern European and 
American trader. “It is the maxim of all action based on 
human reason” (v. Zwdedineck-Sudenhorst). 

It does seem, however, that in certain periods a fundamental 
change has taken place, for example, since the Renaissance, 
with the much more precise fixing of weights and measures, 
with the business of firms and households accounted for in 
writing, with simple and double-entry book-keeping, balance 
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sheets, protit ami loss accounts, anct exact budgeting. Siindy 
this means that a spirit previously unknown has been intro¬ 
duced into economic life? Historians havt^ shown how gradual 
this development was and how the constant refinement of 
economic calculation altered the character of business manage¬ 
ment, which, in turn, infliu^nced economic d(ivelopment. The 
knowledge of double-entry book-keeping was a precioiidition 
for the south (ierman expansion of the beginning of the six¬ 
teenth century. Where this knowledge was lacking or slow to 
penetrate, as in the Hansa towns, economic development was 
delayed. It would seem that the eoiielusion must be that, as 
the methods of economic calculation improved, a complete 
transformation occurred in men’s attitude to economic life. 

Doubtless the difference exists ajul is important. Between 
the Black Forest peasant of to-day, who at the most makes a 
few disconnected jottings about purchases and sales, and a 
commercial enterfirise using the latest proc^edures in business 
administration, or between a manulaeturer of vases in the 
later Roman period and a modern American factory, the dif¬ 
ference is vast and expresses itself in tluur economic actions. 
lJut this difference does not consist in the rnodcTn firm's acting 
according to the economic principle, while the older one did 
not. Rather the purpose of all these refinements of economic 
calculation is to carry out the economic principle with greater 
precision. That and nothing else is the intc^ntion behind them. 
The Black Forest peasant who has no notion of book-keeping 
and the manager of a vase-making business in the ancient 
world, both plan and act according to the economic principle. 
They do not achieve this as successJully as those who have 
mastered the completely rational techniques of business 
management. They can only make very imprecise estimates of 
values, wdiich the others can make much more exactly. That is 
the difference between them. 

Systematic fixing of weights and money, book-keei)ing, 
accounting, and other discoveries do not mean that men liave 
introduced a new economic principle as their norm of action. 
They have rather wanted to find a means of keeping more 
effectively to the one fundamental principle of economic life 
which they have tried to follow from the beginning. Homo 



284 The Foundations of Economics 

Sapiens everywhere and at all times acts according to 
economic principle, even if one thinks with Bergson and ot 
philosophers that Homo Faber is his correct name. He is 
longer Homo Faber if he does not follow’ the economic p 
ciple. To this extent, mankind in its economic life sh 
a certain general unvarying style. 

B. Along with this unity and constancy in man’s econo 
behaviour there is the immense vari(‘ty of ways in which 
economic principle is carried out. TIu' constancy of 
economic })rinciple j^rovides the foundation for elabora 
and applying an apparatus of theoretical analysis for cxpl* 
ing (‘conomic relationships. But the variety of econo 
behaviour, all covered by tiu* economic principle, make 
necessary to supplement this apparatus at different points 
to proceed carefully when api)lying it. 

Where and in what way, it may be asked, do the diiferei 
in men’s attitude to economic life express themseh es, and . 
do these dillerences affect its actual course? 

(1) Subjectively men ahvays act in accordanct; w’ith 
economic })rin(!iple, even those peasants who in Germ 
to-day still hold to the threc-lield system in agriculture. T 
do this because the old traditional techniqiK' seems to them 
best, and because all the innovations of th(‘ last hundred 
fifty y(‘ars, in so far as they are aw are of them at all, seem 
risky. Objectively these peasants an^ acting contrary to 
economic principle. To-day it is generally known that i 
uneconomic! to leave a third of the land fallow^ each year. In 
Middle Ages, when the three-field system was the only 
know n and practised in many parts of Europe, such a peas 
was objectively acting in accordance wdth the economic p 
ciple. After the profound transformation in agricultural tc 
nique he no longer does so. 

Economic theory assumes that the manager of a firm alw 
looks for that use of the means of production which, undcx 
the given conditions, is the most favourable. It assumes, th 
fore, objective and not merely subjective obedience to 
economic principle. This assumption over long periods of 
tory is in complete accordance with th(! facts. It is imrnedia 
applicable to the case of medieval agriculture which 
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carried on in accordance with the existing state of technical 
knowledge—the three-field system. Hut there arc also impor¬ 
tant exceptions, and particularly at the present time, when 
technical knowledge and other data are changing rapidly. 
Economic theory takes no account of the fact that many 
farmers to-day do not use that combination of the means ol' 
production, or employ their fields in that way, whicli would be 
the most favourable under existing conditions of technical 
knowledge and prices. One of the conditions })ostiilated by 
economic theory is not completely realised and this fact must 
be remembered when the theory is applied.^*2 

At the present time this divergence between the subjeeti\ e 
and objective realisation of th(‘ economic principle is of 
relevance and importance in another connection, that is, in the 
centrally administered economy, which is a form of economic 
organisation of considerable importance to-day. In the een- 
trally administered economy it is a cjuestion of how the central 
administration or its organs can scdect that economic plan 
which best satisfies the given needs with the given means and 
technical knowledge at its disposal. For instance, is the build¬ 
ing of a railway or of a power station more useful for satisfying 
the rc(juircTnents laid down by the central administration? 
Where and by what technical methods shall the power station 
be built? 

The centrally administered economy has no instrument for 
selecting the most favourable plan from the huge number of 
possible plans. It is without a mc^asure of scarcity necessary 
for objective application of the economic principle. The rougli 
in naiura valuations which can be carried out by a small 
independent economic unit, lead in a centrally administered 
economy to miscalculations, because of the sheer size of the 
system. Similarly it is impossible to fix prices that express 
rightly the scarcity relationships of goods. The central admini¬ 
stration chooses to some extent arbitrarily the plan to be 
carried out and cuts the knots it cannot untie. Where arc the 
five thousand workers needed for clearing the site for a power 
station to be taken from? The central administration con¬ 
scripts them from the neighbouring agricultural workers, quite 
unable to calculate whether the loss of goods is smallest or not 
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at this point, that is, whether its action is objectively in accord 
with the economic priiK^iple or not. 

In a centrally administered economy the authorities want to 
formulate their j)lans and direct the economy in accordance 
with the (‘(fonomic principle. They want to fulfil their ends with 
the mininnini expenditure of values, lint it is accidental 
whether they ehoos(‘ plans which approximate more or less ¬ 
or possibly hardly at all—to what would be the optimum plan. 
Economic systems dominated by a central administration, for 
example, the war economies of the twentieth century, are 
examples of how far actual plans diverge* from the economic 
principle* and how serious the problem is. It follows for the 
eeionomist that theoretical propositions obtained from the 
analysis of a model of a centrally administered economy must 
b(^ ap[)lied with great care to the economic process in any 
actual ease of a mainly centrally administered system. It must 
be remenbered that this form of control of the economic pro¬ 
cess is characteris(*d in reality by central planning of all 
economic activities, eonibined with an element of chance. 

(2) VVherj one remembers the extent to which men’s needs 
for material goods are generally flexible, it is clear that they 
will usually act in accordance with either of two principles. 
Either their level of needs is regarded as alterable, or as 
api)roximately stable over shorter or longer periods. (We are 
not concerned here with changes in the needs for particular 
goods.) The two kinds of behaviour merge into one another. 
The same man acts sometimes in one way and sometimes in 
another. But the difference exists. It is expressed in men’s 
economic plans and actions and is economically important. 

Action according to the first principle means that the 
manager of the firm reacts to a rise in price with an expansion 
of demand, as, for example, a large farmer might. Better 
agricultural prices cause him to intensify cultivation, to use 
inferior land, to employ more labour, and so increase his 
income and satisfy his needs more completely. If prices fall his 
actions are reversed. Cultivation is less intensive, production 
and supply fall off, and fewer of his needs are satisfied. 

If the manager of the firm acts according to the second 
principle, he acts so that a rise in the price of his product is 
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not followed by his expanding production. To satisfy his needs 
to the same extent the same real income is required, so he cuts 
down production as the price rises. Doubtless such cases often 
occurred in nineteenth- and tw^entieth-century agriculture par¬ 
ticularly in peascaiit economies. The handworkers of whom 
Goethe t(^lls, avIio “had mostly the good sense to do no more 
work than was necessary for a happy existence”, also acted in 
this way. With higher prices they did less work. They earned 
their living with less expenditure of eifort. They were not 
offending against the economic principle, as has falsely been 
supposed, for they tried to obtain the same standard of living 
for themselves with as small an outlay as possible. 

Managers ol‘ firms react in the opposite way if in the main 
they seek to maintain the same standard of living, after a fall 
in the price of their product. Thus in the middle of the nine¬ 
teenth century many home weavers increased their supifiy as, 
with the f)rogress ol* industrialisation, the price received for 
wov(‘ii goods fell. In the severe world agricultural crisis which 
broke out in 1027 many farmers tried to counter falling prices 
for agricultural goods with an increased effort by (existing 
labour supplies and an expansion of j)roduetion, so that the 
income and standard of living of their families would not fall 
below a certain level. There are certain limits to this kind of 
behaviour. If prices fall further and further under the pressure 
of additional supplies, their reserves of labour will be exhausted 
and it will be impossible for such firms in the long run to 
approach their former standard of living by working more. 

In tlie household tlie difference between the two j)rincip]es 
is expressed thus: where living standards are flexible, when 
wages rise the worker may work more or get other members of 
the family to work who did not do so before, because it is 
w'orth more to work. The standard of living of his household 
rises as a result both of the higher wage rate and of the extra 
work done. With higher wages more labour is supplied by the 
household, and if the w’^age rate falls, less. 

If the head of a household follows the second principle, he 
will react differently. With a fall in w^ages supply increases in 
order to maintain the standard of living. The w orker and his 
family look for more work. The same effect is obtained when 
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the prices of important consumer goods rise. With money 
wages constant real wages fall. The worker then tries to pre¬ 
vent a fall in his standard of living by working more. 

This example shows that the same household may at some 
periods act according to the second principle and at others 
according to the first. A fall in wages may first of all lead to a 
reduction in the supply of labour from that household. If the 
wage continues to fall the reaction may after a certain point 
change. The supply of labour will be increased again in order 
to maintain a certain minimum standard of living. 

The diilerence b(‘twecn these two principles also appears in 
(‘conomics dominated by a central administration. A technical 
discovery, for example, may result in a higher standard of 
living when plans and actions follow the first principle. The 
authoritic's may alternatively take the needs of the community 
for material goods as given, and use tlie disco\ ery for shorten¬ 
ing hours of work. 

In any case, lioth kinds of behaviour ar(‘ always prc‘sent in 
the real economic world. Economists must not just regard 
simply tlie one principk*, that of an alterable standard of 
living, as the general rule, when they an? making a theoretical 
study of supply in an exchange economy, but they must 
also consider economic. V>ehaviour in accordance with the 
second principle. Otlierwisc their theory will fail in some of 
the cases in whicli it is applied to concrete problems, such as, 
for example, that of the last world crisis in agriculture. 

Why men have flexible or fixed levels of material needs can 
only be answered for individual peoples, classes, and periods, 
and in particular historical situations. 

(3) There is another distinction no less imiiortant. The head 
of a community with an economy mainly under central 
direction, or the head of a firm, is either aiming at maximum 
net receipts for himself, or at the optimum output for those 
working with him or whom he is supplying. He acts either 
according to the principle of maximum net receipts or of 
optimum output. In practice a middle way is often sought 
between these tw’o principles. (We need hardly emphasise 
again that both cases are ones of needs being met.) 

A community whose economy is mainly of the centrally 
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directed type, such as a medieval manor, can be organised in 
either of two ways. Its economic leaders can either aim at 
meeting the needs of the lord of the manor or his household, or 
they can consider rather the serfs, semi-serfs, and free 
peasants. Here, and in any centrally directed economy, the 
economic leadership has a certain freedom in fixing its objec¬ 
tives. Of course, the leaders have to allocate to those subject 
to them at least sullicictnt to maintain productive efficiency. 
But they may often exceed this lower limit to a considerable 
extent with more generous allocations. The selection of crops 
to cultivate and the whole economic plan will look different 
according to whether the principle of maximum net receipts or 
of optimum output is being fbllowed. From the history of 
Egypt, or of ancient Rome, or of the early Middle Ages, we 
know how very closely dependent the fellah, slave, or statute 
labourer, was on his master and on the extemt of his claims. 

The difference betweem these two principles appears in 
another form in the exchange economy. Here its effects depend 
on the form of market, and the distinction between perfect 
competition and monopoly is of the first importance. Let us 
take a firm all of whose markets are perfect, and Avhich there¬ 
fore regards the price of all its factors and products as giv(‘n. 
It will then produce up to the point where marginal cost equals 
price, and in producing this output it wdll be acting according 
to the principle of maximum net receipts. But what is impor¬ 
tant is that it is also producing its optimum output with the 
given productive equipment. If it produced more, the cost of 
the additional units would exceed the price received, more 
values would be consumed than produced, and the economic 
principle would be violated. Under perfect competition it 
makes no difference w^hethcr the principle of maximum net 
receipts or of optimum output is followed. Under the pressure 
of perfect competition the same amount is produced and sold 
in both cases. If the market is monopolistic on the supply 
side the discrepancy between the consequences and actions of 
of the two principles can be considerable. This distinction 
between competition and monopoly is important both theo¬ 
retically as well as for economic policy. 

We saw that the monopolist in his plan takes as given the 

10 
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reactions to liis policy he expects from the other side of the 
market. If he follows the principle of maximum net receipts, 
with given })rodiictive equipment he produces up to what has 
bcien called “Cournot’s point”. The actual market price 
enforced is always higher than marginal cost, and the supply 
to customers is always smaller than it could Ijc without any 
violation of tlic eeonomie principle. If the principle of optimum 
output is followed, then the monopolist fixes the price so low 
tliat it ccpials marginal cost, and the supply to consumers is 
larger than if th(' other principle is followed. Whether, for 
( xample, a gas-works with a monopoly of the suj)ply of gas to 
a town follows the principle of maximum net receipts or, 
eitlier \ oluntarily or under compulsion, that of optimum out¬ 
put, obvi(jusly makes a vast ditferenee. The price of gas in the 
latter case is lower, and the town is better suppli(*d with gas, 
a point of importance' for (‘conomy policy and a country’s 
economic constitution. 

This distinction is also reU'vant under conditions of mono¬ 
poly on the demand side (monopsony). The manfigeinent of a 
factory inakirig optical instruments ma\’ be in a monopsonistic 
position in relation to labour in a small iowji. By following the 
principle of maximum net receipts he can l‘or<^c down wages to 
a level not precisedy determinable. But the linn need not do 
this. It can also follow what is the optimum policy from the 
point of vi(* w of the work(*rs, paying wage's e(|ual to the marginal 
product of labour. Under certain circumstances, particularly 
if this factory also has a monopoly in the market for optical 
instruiiK'nts, the diirereiice may be considerable, which leaves 
an important field Ibr t he social policy of the firm or the state.®^ 

It is now possible', and necessary, to look back at the anti¬ 
thesis between the principle of meeting needs and that of 
profit-making. It is clear that the facts and differences of 
human bc'haviour which it vainly attempts to summarise are 
dcscribablc by the two comparisons we have just been dis¬ 
cussing under (2) and {^) above. 

(4) In the late nineteenth century and at the beginning of 
the twentieth century men made their economic plans for long 
periods, even decades ahead. They saved for the future and 
even in their youth were thinking of their needs in old age, and 
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planned and acted accordingly. The economic behaviour of the 
early Christians was different. Believing in the early coming of 
the Kingdom of God they took no thought for the morrow. In 
the language of economies, their economic plans Avere for the 
short term and took no account of Ihc^ needs of the more 
distant future. From this point of view two economic types of 
men can be distinguished throughout history, those who j^lan 
for the long term and those who plan for the short. 

At all times both types ha\ c occurred. Side by side with the 
middle class at tlu* end of the nin(‘teenth century with their 
long-term economic plans, there werc^ bohemians and 
scroungers who plannc‘d only for a day or two ahead. Hut at 
some periods either th(‘ one type* or the other has predominated. 

We have already found at diflerent points in our studies how 
mark(‘dly dependemt the everyday economic proe(*ss is on 
whether men simply consider th('irj)resent ne(?ds or whether toa 
grc'ateror lesser (‘xtentth(‘y consider their ne(‘ds in the ji(‘areror 
remoter future. It ison thisthat the structure of production and 
th(; distribution of goods in the present and futur(‘ depends. 

The BcrlxT of Tunis, for example, makes as a rule very 
short-term plans. He only works sulliciently to earn his living 
for a f<‘w days ahead. He sav(\s and in\ ests almost nothing, 
and only begins to work again whcai he has spent everything. 
If everyone’s plans were of such a short-termkind only a 
constantly shrinking apparatus of production would remain, 
and the supply of goods would be very small. On the other 
hand, the managers of firms and households in Europe and 
America invest, save, and plan for a very long time ahead. 
That is what enabled the modern apparatus of production to 
come into existence. The authorities of a central administra¬ 
tion as a rule work on the basis of very long-term plans. That 
was so in the Inca empire. It is also the case with the central 
administrations of modern economic systems of this type, 
which plan and carry out vast investment projects like power 
stations and blast furnaces, while current supplies of goods to 
consumers fall off*. 

The temporal range of economic plans, on which the size of 
investments depends, is of great importance for the actual 
course of economic life and for the supply of goods. This fact 
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must be remembered whatever economic problems are being 
studied, and w'e have taken account of it in the theoretical 
apparatus we have w^orked out. 

(5) The German peasant at the beginning of this century 
remained on his farm even W'hcn agricultural prices fell and his 
economic position deteriorated. He accepted a fall in his 
income and tried to counter it by working more. Only when 
the contrast between earnings possible in agriculture and 
manuracture became very marked, did he turn his back on 
agriculture. Most farmers in the United States behaved quite 
didercntly. As soon as prices were unfavourable, and the farm 
no longer nununerative, they moved off either to look for other 
better land to farm, or else to enter industry. 

Strong traditional ties bind the German peasant to his farm, 
while the American farmer still has something of the unsettled 
mobility of the first white settlers on the North American 
continent. This difference in attitude is of great importance in 
economic life, and must be appreciated if the differences in 
agriculture and in the flow of goods in Germany and America 
are to be understood. 

It is imponderable factors of this kind that shape the 
economic life of nations, and they must be fully considered by 
the economist. We do this by regarding them as a given 
element in the structure of the economic system. For the pur¬ 
poses of theoretical analysis they belong with the sixth datum 
in our list, that covering legal and social organisation. 

C. Our conclusion is that, as in the study of the many 
different forms of economic organisation, so in studying man in 
his economic life, one must put on one side obsolete classifica¬ 
tions and look at him as he is and has been: the merchant of 
Ypres or Florence in the late thirteenth century, or of Nurem¬ 
berg in the fifteenth century, or the member of a German 
guild in the eighteenth century, or the Prussian peasant of the 
same period who differed so much from his successor of the 
nineteenth century, or the North American nonconformist, or 
the Japanese peasant of to-day. Their economic behaviour 
must be understood in their special intellectual, geographical, 
and political surroundings, and we must guard against making 
ourselves puppets in the form of hastily constructed “real” 
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types, such as, for example, ‘‘ the medieval man ” acting on the 
principle of meeting his needs, or ‘‘capitalist man” governed 
by the profit principle. Here too, as Riistow lias said, “all 
‘monist’ explanations of a historical period must be de¬ 
liberately avoided”. 

If we look closely at men as they have been in history, we 
realise that the more clearly we see the uniqueness of each 
individual, the plainer it is that men's economic behaviour, that 
is, their actions and plans, are both uniform and varied. Any 
description is false which neglects either the one aspect or the 
other, and the economist must clearly bring out both. He can 
do this by showing that all normal men everywhere and at all 
times act in accordance with the economic princijile. This is 
the element of constancy. (The point of view of the historical 
school that men changes (completely in the course^ of history is 
contradicted by the facts.) On the other hand, we can ascer¬ 
tain the characteristics of the differences in man's (‘conomic 
behaviour by working out live pairs of contrasts. If we set 
these out together they ought to suHice in characterising the 
(economically relevant behaviour of mankind. 

Let us take a few examples. With the passing ol‘ the ancient 
world, as is well known, a change in men's religious and 
intellectual attitude took place, in fact one of the great religious 
and spiritual revolutions of world history. In contrast with tlu* 
previous epoch many men no longer wished for unlimited gain, 
but only to satisfy a constant modest level of needs, in ordter to 
have the time to serve God and prepare for His Kingdom (that 
is, a change in the second of our live points above). Conncccted 
with this was the third point, that it was no longer “ maximum 
net receipts” that should be the aim of eccmomic life but 
“optimum output”. At the same time, and this is covered by 
OUT fourth point, economic plans did not reach so far into the 
future. Imponderable factors were controlling men more 
closely than before, and only in respect of our first point did 
men’s behaviour scarcely alter, that is, tliey acted uncliang- 
ingly in accordance with the economic principle. 

Here is a second example. Let us consider how a modern 
American entrepreneur A differs from B, a French peasant. 
{a) A acts objectively in accordance with the economic 
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principle; {!>) he has a flexible and unlimited standard of needs; 
(e) he acts according to ilu? principk* of inaxinnini revenue; 
(d) he makes long-term economic plans; (r) he is gcaierally little 
bound by traditional ties, (a) B, the Frerufh peasant, only acts 
subjectively in accordance Avith the economic principle; (/?) he 
has a constant level of needs; (e) he manag(‘S to satisfy these 
needs by acting in accordance Avith tlu' principle of maximum 
net receipts; (d) he provides for the distant future though in 
a different, more cautious AA^ay; (e) he is generally strongly 
influenced by imj)onderable traditional factors. 

We do not imagiiK' that by this kind of schematis(‘d descrip¬ 
tion Ave can '‘cut and dry’' all history; that Avould be a com¬ 
plete misunderstanding of tlu‘ (economist's task. We arc not, 
by such descriptions as these, trying to portray th(‘ ftill (‘xtent 
of the great spiritual and int(*ll(‘ctual change that took place 
in later classical times: that Avould be an absurd claim. Nor is 
the second example intended to account for the differf^nce 
betAvec'ii the French and Anua-ican character AAdth its many 
different historical origins. What avc Avant to achieve is some¬ 
thing different. We Avant to understand tin? elTects A\hich the 
spiritual and intellectual characteristics of individual men in 
dilferent periods, classes, or nations, exercise on actual 
economic events. 

Noav avc see how that is |)ossible. Tin* constancij of economic 
plans and acti(ms, which at all times and among all j)eoplcs 
folloAV tin; economic principle, makes it possible and necessary 
to construct a single th(‘or(*tical ap[)aratus. The variety 
apparent in economic behaviour requires the cronstruction of 
this theoretical apparatus (Avhich avc discussed under headings 
B. (2)- (5) aboA’c), l)ut also cautiousness in its application (as 
AA^as clear from B. (1) ). While the very great variety of actual 
economic forms is made manageable by the morphological 
system, tlu^ variety in human behaviour can be grasped by 
Avorking out pairs of contrasting characteristics as above. 

It becomes possible in this way to understand the religious, 
spiritual, political, and moral changes (rf periods like that in 
which Christianity arose, and to link this up with an accurate 
insight into the effects of such changes on the daily economic 
process.®^ 



Chapter VI 

CONCLUSION 

MANY AT THORS coNoi.UDK their books with a sunmiary. 
I am not going to do that, as I cannot set out the main ideas 
of this book more briefly than in book form. Schopenhauer 
said of his main work that he only wanted to express in it a 
single idea, "‘but in spite of all my (dforts I could find no 
sliorter way of communicating it than this whohi book”. I 
slioiild like to repeat that with all ri^spect. T am afraid I must 
disappoint anyone who hopes to find a summary or recapitula¬ 
tion which will give liini th(^ main content in a quarter of an 
hour, without his having to read the wliole book. 

It is, however, necessary to add some further points wliicli 
may help to exclude misunderstandings. At the same tiimi we 
may draw some further coiudusions from the arguments of this 
book which have already been indicated in outliiu*, but which 
may need further clarilication and expansion. 

(1) A lengthy discussion has taken place around tlu* ques¬ 
tion whether economics can be made (juantitatix e. The argu¬ 
ment against this is that economic life does not consist of 
quantities, but of various kinds of purposive activities. An 
economist who thinks in quantities is said to be thinking “like 
a natural scientist”, or “materialist”, and to be failing to 
understand the historical aspect of economic life and that 
economics is a “moral”* science. 

To this the answer must be that the nature of economics not 
only does not exclude quantitative thinking, but even requires 
it. 

No final decision in this dispute will ever be reached, if one 
starts from concepts, axioms, definitions, or analytical schemes 
of any kind. A decision cannot be reached by logical deduction 
from any particular premises, but only by considering the 

* Geisteswissciischaft, 
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subject-matter itself. In other words, it is the character of 
the problems thrown up by the real economic world as we meet 
them that decides this question. 

It is ch'ar that the problem of the structure of the economic 
system is not a quantitative one. The problem of the organisa- 
tioji of the contemporary German monetary system or of 
(Herman agriculture does not require a quantitative answer, 
nor do (lucstions about economic systems or the partial 
systems they contain. On the other hand, only someone quite 
remote from th(' real economic world could hold that other 
central problems in economics are not quantitative. Every 
work(T knows better. His wage is a quantity and he gives out 
sums of money, or quantities, for food, accommodation, and 
clothing. He knows that all economic planning and action is 
related to (juantities; similarly every manager with his cost 
accounting, book-keeping, balance sheets, profit and loss cal¬ 
culations, financial, marketing, and production plans. At other 
periods calculations have been less precise, but all economic 
systems have always dealt in quantities. The Russian peasant 
of the eighteenth century, who sought to provide for his 
family under a form of centrally directed economy, knew 
\’ery well that it was quantities of bread, meat, clothing, etc. 
which were uccxled and which had to be obtained to satisfy 
their needs. Every centrally directed economy reckons quan¬ 
titatively. Th(? economist, therefore, has to ask why particular 
quantities are produced, how the stream of goods is distributed 
quantitatively between consumers and consuming groups, 
why particular investments have been made, and what 
determines the spatial distribution of goods. 

In all sciences the solutions to their problems must do full 
justice to the problems themselves; so, in economics, quan¬ 
titative questions must get quantitative answers. Although the 
question of the structure of the contemporary American 
banking system does not require a quantitative answer, 
that of how money is created under this system, and how the 
whole contemporary American economic process is affected, 
certainly does. 

Theoretical economists who refuse to formulate quantitative 
questions about everyday economic life are blind to the facts 
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of everyday experience. They must have observed that 
their own incomes are quantitatively limited, that the prices 
they pay daily are quantities, and that they are constantly 
comparing the sizes of their receipts and expenditure. The dis¬ 
cussion of such an unrealistic thesis as this shows particularly 
clearly the sterility of a formalist economics concerned only 
with concepts, and the need for constantly returning to a 
simple direct regard for the facts. 

(2) Relationships i]i economic life can only be discovered if 
the right questions arc asked. Such questions an? seldom asked 
before scientilic study. Most men are only interested in their 
immediate surroundings, their horizon reaching no further. 
They therefore see no r(.‘ason to ask questions about the 
economic system or about how the economic process fits to¬ 
gether, the questions with which economists have to start. 

What is the right way of formulating economic questions? 
The (piestious grow out of everyday life and might seem simply 
to depend on what people want. ‘‘ We can ask what we like, and 
we shall ask those questions that interest us’' (A. Arnonn). 
Does not the history of all sciences demonstrate that what 
questions are Ibrinulated depends on what is of practical 
moment, and on the shifting currents of intellectual interests? 
It is not so much that economic life forces certain problems 
on our attention, but that ivc approach it with our problems. 
7’hus the questions express our personal view. 

If this opinion was correct, then since it started from 
subjectively determined questions and subjective considera¬ 
tions, a science would inevitably end in a chaos of different 
lines of research. The history of science shows that the ques¬ 
tions that are asked are suggested by the practical demands 
and ruling tendencies of the day. This can be proved par¬ 
ticularly easily about the origin of economists’ questions. Up 
to this point there is agreement. But this is not the end of the 
argument. It is also true that only those questions are per¬ 
sisted with which show themselves fruitful. It is certainly clear 
how the question of the interdependence of the economic 
system, which the classical economists asked, arose out of the 
entire intellectual, political, and economic situation of the 
eighteenth century. But the question proved itself justified. It 

10 « 
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has been clear that an answer to it was required if economic 
life was to be explained. However much the intellectual, 
political, and economic situations to-day differ from those of 
the late cight(X'nth century, economists have to keep pressing 
this question and making efforts to answer it. To drop it would 
be to give up the attempt to understand the economic process. 
The same is true of the other central j)roblem which ecmiomists 
have to answer, that about the economic system. Whatever it 
may be that gives rise to this question, it nunains a valuable 
and indisp(‘nsable one, and yields so much that it has to be 
formulated. 

There are two main problems in economics, that of the 
forms in wdiich economic life is carried on, and that of the 
course of the daily economic process within these forms. The 
differing structure of these central problems determines tiu' 
character of economics. 

A long series of particular problems follows from tluj two 
essential central problems. For example, the question of the 
interdependence of the system as a whole, or of how it lits 
together, leads on of necessity to the problem of the grcjat 
antinomy and liow it can be overcome. Every step towards 
resolving tins antinomy leads on to new problems. The 
solutions of further problems lead on to I’urther tasks. Only 
when the morphological system and the propositions of 
economic theory are applied to actual cases, does this long 
chain of questions, answers, and further questions find its con¬ 
clusion. Finally, the formulation of the main and subsidiary 
problems of economics is not subjective or arbitrary, but 
results from a logical approach to the subject-matt(*r. As in 
any other science, it is not permissible to ask what questions 
we like. Probl(*ms shown to be pseudo-problems must be 
excluded. We must only put and persist with thost^ questions 
which justify themselves under investigation, and which help 
us in penetrating into the real economic world. 

(3) The two central problems around which everything 
turns arise out of everyday experience. But they cannot be 
solved by means of everyday experience alone (apart from the 
fact that industrialists, farmers, merchants, and workers in the 
everyday world never ask these questions). This is the central 
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task of economists: to distil scientific experience from the con¬ 
tradictory pointilUste experience of everyday life. 

It might be questioned whether economics ever can arrive 
at scientific experience, whether, that is, it can constitute a 
science. 

Our answer is positive. But the way by which we reach 
a positive conclusion is a special one. The unwillingness of 
many economists to look inside the individual economic unit 
must be overcome. Often this disinclination is to be explained 
by their fear of losing the view of the whole, of which the 
individual household or firm is only a ver}^ small part. This 
anxiety is unfounded. Rather it is only by studying the struc¬ 
ture of actual individual units that we can work out ideal 
typcis which, when appli(‘d, enable us to understand the 
structure of ('conomic systems, and also prox ide a basis for 
theoretical propositions and for understanding the course of 
economic activities. 

Th(? combining and harnessing together of history and 
theoretical analysis is not achieved by obscuring our view of 
historical events and limiting th(‘ application of our theories to 
particular historical periods. To do that would be to sacrifice 
both history and theory. The path to our objective is in the 
opposite; direction. The economist who wants to understand the 
interdependence of economic life by theoretical analysis must 
also pursue to the fullest extent his observation of actual 
economic events. 

(4) It is of decisive importance in carrying out this methodo¬ 
logical procedure and for arriving at scientific experience that 
the right method of abstraction is adopted and rightly applied. 
Abstraction must be primarily by distinguishing the significant 
characteristics, as in studies of single economic units, thus 
enabling the real economic world to be grasped and under¬ 
stood. (Neglect of this method of abstraction has contributed 
considerably to the lack of realism in economics.) “Generalis¬ 
ing” abstraction involving withdrawal from actual economic 
phenomena must take second place. It has a certain part to 
play ii\ the scientific definition of economic systems and in dis¬ 
covering the dominant and supplementary elements in their 
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By abstracting their salient characteristics from economic 
phenomena the economist constructs “ideal” types, which are 
quite diflerent from the usual “real” types.^^ This procedure 
is to derive from economic life the basic forms of which it is 
made up. These basic forms arc and always have been strictly 
limited in number, making possible a simplification which 
reduces the unlimited multiformity of economic systems and 
processes to comprehensible^ proportions. “To construct 
theories for every possible combination of conditions would be 
a gigantic Utopian enterprise like 2 )riiiting a book with a 
special alphabet for every diflerent word. A morphological 
system is equiv alent to an alphabet of individual letters, com¬ 
binations of which can without great difliculty be made as 
needed for concrete problems” (F. W. Meyer). 

(5) The morphology and theory are created out of the 
analysis of the real economic world and are tools for obtaining 
scientific experience and for achieving a scuentific and pene¬ 
trating understanding of economic phenomena. In this way 
they solve what is the central problem of a science, to reveal 
necessary relationships and unity where the naive thinker sees 
only chance and arbitrariness. 

People of a purely empirical attitude of mind usually view 
theoretical work unfavourably and arc not prepared or al)le to 
appreciate its importance. They ought to realise clearly that 
they are denying themselves an understanding of economic 
life. This would do away with many of the misunderstandings 
as to the task and the logical character of economic theory 
which are widely held even among theoretical economists, for 
example, th(j view that theory consists of formulae that 
describe actual events, or that it represents a complete sum¬ 
mary of experience, that its place comes at the end of a science, 
that experience is to be contrasted with theory, and that there 
are “theories” which do not agree with experience or 
“ practice ”. Nor can theories be deduced out of definitions, nor 
is a theory some kind of nebulous generalised ideology. 
Genuine theories arise out of the application of reason to the 
study of the facts for the purpose of the scientific explanation 
of the real economic world. Ideologies being expressions of 
men’s desires are frequently used as weapons in economic 
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warfare, but simply obscure the view of the economic world. 
Finally, theory is not a system of concepts or definitions that 
has to be set out in advance of the study of the facts, without 
any basis in or relation with the real world. Theory properly 
understood does not come either at the beginning of economic 
studies, as the formalist economist believes, nor at the end, as 
the empiricist holds, nor separately and parallel, as the 
extreme dualists w^ould have it, but is methodologically at the 
(ientre throughout. It is an instrument for enabling us to 
obtain scientific experience. 

The claim we are making for economic theory and for 
morphological systems is both modest and extensive. It is 
modest in so far as it only pretends to be an instrument of 
knowledge, not its object. It is extensive in that it claims to be 
an intelh^ctual instrument of universal applicability. All 
economic n‘ality can be scientifically understood by using this 
instrument. It is not that the same pure forms, of which our 
morphology is made up, or the same theoretical propositions, 
are always relevant, but that a particular part of the analytical 
apparatus is always applicable for explaining the structure 
and course of economic phejiomcna at any particular place and 
time. 

{(}) In building up a scientific picture of the economic world 
definitions play an important part. They summarise the 
results of factual analysis, and make it j)ossible to use these 
results for further studies. The substitution step by step of 
scientifically defined concepts for the imprecise concepts of 
everyday language with which the economist has to start, is 
made possible by progressive analysis of the facts. At the same 
time it helps this analysis forward. 

If we take a concept such as “price” we find it impossible, 
to start with, to define it scientifically. The economist’s know¬ 
ledge about price is, at the outset, no greater than everyday 
knowledge. But when in the course of analysing the facts he 
constructs the different types of economic systems, the 
economist is faced with his own problem of defining price, and 
must give a precise delimitation of the concept. It then be¬ 
comes clear that “price” means something quite different in 
the exchange economy from what it does in the centrally 
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directed economy. In the exchange economy, with its many 
firms and households, individual plans have to be co¬ 
ordinated, and this is achieved l)y prices. TJic ibrmation of 
prices is the central process in the economic system, and has 
far-reaching but precise functions. All economic actions have 
to be adapted to prices. It is (|uite otherwise in the (centrally 
directed economy in wliich the plans of a single authority con¬ 
trol economic events, and where prices, in so far as they exist 
at all (and this, as we have shown, is not always the case in 
this type of system), repr(‘s(‘nt something quite dilTerent from 
those in tlic exchange economy. At this stage of tlie analysis of 
th(^ facts it is possible and nec(‘ssary to delinc the concept of 
price, and at th(‘ next stage those of th(^ different forms of 
market, "‘monopoly price”, and “competitive price” can be 
defined. 

The definitions always summarise stiq) by step the know¬ 
ledge which lias been gained. The concept of price now gets real 
content and a precise definition. With otlu r concepts, such as 
those of an “ economic system ”, "‘firm”, "‘value”, ""capital”, 
""money”, etc., the same transformation takes place. To begin 
with, the imprecise language of e\'eryday lil*(‘ is used, and as 
the analysis advances, well-defined scientifically serviceable 
concepts are gradually worked out. The suec(‘ssion of defini¬ 
tions shoivs the way the science advances from everyday 
experiences 

Often definitions are assigned a dilTerent place in economies. 
They are often put at the beginning, and the work of many 
economists is characterised by the fact that it starts with 
definitions of basic concepts. The motives for this procedure 
vary. 

Some hold that the economist has to begin with definitions 
of “economy”, “production”, “price”, etc., because from the 
start he is working with concepts which have to b(i clear before 
they can be used. It is, of course, true that we always do work 
with concepts. The economist needs them as soon as he starts 
working on his subject-matter and putting his first questions. 
There is no doubt on this point. But it must not be concluded 
that the economist must or can begin wdth definitions. How can 
he say, before studying the facts, what an economic system, 
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a firm, price, value, or capital is? If he tries to do so, scientifi¬ 
cally unfounded notions will be absorbed into the definitions 
and so into the science. By this path, too, biased views and 
(ronfused ideologies creep into economics. 

Other cconoinists start with definitions mainly in order to 
define the subject-matter with which they arc subsc(juently to 
concern tliemsclves. They try to define the concept of 
“e(;onomy ”, for example, right at the beginning, in order thus 
to deliiK^ the subject-matter of economics. But this kind of 
delimitation by definitions is impracticable and also unneces¬ 
sary. A science cannot successfully define its tcTritory until it 
has a knowledge of it. It is unn(‘C(^ssary because the limits of 
tfie sul)j(‘(;t-matter app(uir from the problems which arise for 
solution. Particular problems and the specific instruments 
recjuired for their solution limit tlu? field of each science, as 
Max Weber pointed out. All sciences, including economics, 
grow up not by discovering a subject that has first to be 
delimitxHl by dc'finitions, and tlu'ii more closely described, but 
by the emergence of their problems and the d(?velopment of 
the methods of solving them. 

Finally, there is a third reason of a different kind why 
delinitions ar(‘ sonudirnes given first place. Many approach 
economics with points of view of which they are already con¬ 
vinced from the start, and economic science for them is simply 
the elaboration of these theses. TIk; definitions with which the 
reasoning begins serve in such erases to try to introduce pre- 
scientifically fixed arguments into scientific economics. That 
is the approach of the ‘‘formalist” “conceptual” economists 
with whom we are already so familiar.^® 

(7) In his efforts to open up a way to the solution of his 
problems the economist is confronted l)y the important fact 
that men everywhere and at all times act on the basis of 
economic plans for overcoirung their shortages of goods. This 
faet makes it necessary, if one is studying cither the structure 
of any actual economic system or of everyday economic pro¬ 
cesses, first to turn to the economic plans and the planning 
data. This is the point of entry into the real economic world. 
This is where the treatment of both our problems has to begin, 
and this beginning decides the rest of the path. 
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(8) The science of economics must be systematic. “This is 
not simply in order to give expression to the aesthetic element 
in our natiire. The subject-matter of science is not the material 
for an architectural game. The systematic character of a 
science, if genuine, is not something invented, but lies in the 
facts, and its existence therein has to be discovered. A science 
must be the means by which the realm of truth is extended, 
and this realm is no disordered chaos but governed by uni¬ 
formity and regularity. 

As every household and firm is part of a complete system, 
and every single economic action part of a complete process, it 
is necessary to understand the system and the process in their 
entirety. We do not impose the system on the facts, but find it 
in the facts. As we have repeatedly shown in this book, because 
economic events make up an interdependent whole, economics 
itself must form an interconnected body of knowledge. It does 
this by developing a morphological scheme and a systematic 
theory. The structure and interrelationships of events, and the 
way th(iy all fit together, has to be matched by the inter¬ 
relationships in th(‘ syst(^m of our scientific knowledge. Other¬ 
wise scientific knowledge is incomplete. To be systematic it 
must be organised as an interrelated unity. 

The demand that every particular problem in economics 
must be seen as part of a system and within the framework of 
a whole economy, conflicts with txvo contemporary tendencies. 
The more refined theoretical methods become, the more theo¬ 
retical economists prefer to engage in detailed studies of 
certain particular relationships. The opinion gains ground that 
economics is dissolving into a number of detailed theories. 
Against this we want to maintain the unity of the main theo- 
r(‘tical problem. All particular questions of the control of pro¬ 
duction, the fixing of wages, the effects of saving, etc., are 
aspects of the one main question of the interrelationships 
running through the whole of our interdependent everyday 
economic life in a social economy. From this arises the neces¬ 
sity for a systematic theory doing justice to the interdepen¬ 
dence of the whole economic system. 

Secondly^ we are opposed to the general view, also held out¬ 
side our subject, that any sort of systematic analysis is harmful. 
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Life, so it is argued, cannot be confined in any system. The 
most powerful expression of the opposition between life and 
reason is best seen in the systematising efforts of tlie latter. 
Historically this modern rejection of systematic analysis is 
easily explained. It is a product of the modern trend towards 
irrationalism and voluntarism. This kind of criticism of 
system-building in economics and other sciences, and par¬ 
ticularly in philosophy, would be justified if the systems were 
based on unrealistic postulates. Then the danger is certainly 
very great that the system wdll blind one to reality and lead to 
a doctrinaire attitude. But the critics of systematic science go 
wrong when they themselves become doctrinaire and fail to 
understand that systems have to be constructed where the 
interrelations in the facts demand them. To abandon system¬ 
atic analysis would be to abandon the attempt to understand 
economic life altogether. 

(9) We saw it as an essential task of economics to rid itself 
of the tendentious ideologies of vested interests. Only those 
solutions of the two main problems have scientific value which 
eliminate these. Only a science resting on precise observation 
of the facts, advancing its analysis lucidly step by step, can get 
clear of the (ionfusion of everyday experience. At the same time 
a scientist must hold strongly to the idea of truth, otherwise 
he will be in danger of surrendering to the ideologies of vested 
interests. 

From wdiat we have said it is clear why economists often 
fail to appreciate their great task. They often lack a method of 
getting hold of and looking at the real economic facts, and often 
depend in this respect on practical experts. They often fail to 
understand how economic life fits together, which they can 
only do with the help of theory. For example, no one not 
firmly grounded in the theory of money can form an indepen¬ 
dent judgment about monetary events, such as, for example, 
devaluations. He has to rely on the opinions of banking 
experts who are mostly interested parties. Economics suffered 
from the relativist conception of truth brought about by the 
historical school, pragmatism, positivism, and other intel¬ 
lectual movements of the previous century, which obscured 
the great decisive gap between everyday experience and 
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scientific experience. Perhaps no other science has suffered so 
seriously from this as has economics. 

(10) The rapid changes history has brought in recent times 
have put economics in a serious position. If economic systems 
cliangc as rapidly as they have in many countries during the 
last decade or so, economic knowledge seems condemned to a 
high rat(‘ of obsolescence. What is the use of studies of com¬ 
petitive price, it might be asked, if coin})etition disappears and 
monopoly or direct state control takes its j)lace? What is the 
use of mone tary tlu^oric's worked out ten years ago, when the 
monetary systems were (]uitc dillerei^t from those of to-day? 
Economists try as far as possible to keep uj) with the* currcMit 
situation and work out theories corresponding with it. 
again thcTC seems to be a paradox. The more exclusively 
economists devote themselves to the current situation, the 
more they may be inclined to propound as '‘absolute” 
generalisations which are based simply on the momentarily 
existing system in their own country. Tlie more strenuously 
modern they want them to be, the more rapidly their judg¬ 
ments become obsolete. Any shift in eeo?iomie policy—say, 
any major change in the law regarding comjKdition, or the 
constitution of the monetary system -upsets tlK*ir theon^tical 
structure. Tlu* former analysis dealt with a state of affairs now 
transform ('(I, with a previous economic system, and econo¬ 
mists now ha\'e to struggle with new theorie s also limited in 
application, which in their turn remain ^ alid only until some 
further move in economic policy is made. And so the changes 
go on. Thus economics is without a firm basis, always trying to 
catch up with events and always moving from one crisis to 
another. 

On the other hand, a morphological and theoretical system, 
built up by extracting the significant characteristics from 
economic phenomena, survives historical changes. Such a 
system must certainly be sufficiently comprehensive and not 
be based only on contemporary facts. It is not enough to say 
with Carl Menger that one is concerned only with events in the 
present. The economic life of all times and of all peoples is 
important for the economist. The historical horizon of econo¬ 
mists must be broader. Only by studying different sorts of 
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economic systems can a comprehensive servieeable mor¬ 
phology and theory he built up. The further we look l)aek into 
the past, and the more we look at other economic cultures, the 
better equipped will be our morphological and theoretical 
systems for survis ing future changes in events. Secondly, the 
logical character of economic theory must be understood, and 
tlie fundamental distinction between “ truth ” and ‘‘ relevance ” 
must be recognised. As institutions change, it is only the 
relevance of particular parts of the theory that changes, and 
nothing more. Theoretical propositions irrelevant to-day can 
in a few years bt^eome relevant again. 

Certainly it will often happen with the appearance of new 
and previously unknown monetary systems that certain ad¬ 
ditions to the morphological scheme or to some other aspect of 
the analytical apparatus, will be necessary. The apparatus will 
never be finished. In applying it one is constantly faced with 
new problems. This does not alter the fact that the economist 
can never be completely surprised by events if his analysis is 
derived from comprehensive historical experience, as well as 
from intensive; study of detailed phenomena. He can lace the 
changes history brings with assurance and is more secure 
against its crises. 

(11) Understanding economic events as they really are 
presupposes that economic problems can be segregated, yet at 
the same time seen in the general context of history as a w hole. 
For example, German economic life to-day can only be under¬ 
stood, not merely when the specifically economic questions of 
the structure of the German economy and the interrelations in 
the everyday economic process are answered, but when also it 
is clear how economic events are bound up with the life of the 
nation, with political and social events and with intellectual 
movements. 

One-sidedness in either direction is dangerous. To segregate 
one-sidedly economic questions leads to a neglect of their con¬ 
nections with other departments of life and fails to do justice 
to the facts. This is shown by the “stages” of economic 
development and by most trade cycle theories. On the other 
hand, exclusively to concentrate on the general historical 
interconnectedness of all aspects of life, and to say that 
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economic questions cannot be separated and studied by them¬ 
selves, is to admit oneself unable to analyse the economic 
world. One is bound to remain a dilettante with a confused 
picture of economic events, unable to see the connections 
between them. This is what happened with the “ romantic ’’ 
economists both of former and more recent times. 

A certain conflict exists between the striving of economics 
to solve its own problems, and its striving after general his¬ 
torical understanding. This conflict is continuously met with 
in economic studies. It is fruitful and necessary and not to be 
eliminated.'^ 1 

(12) At the beginning, in formulating our problems, we 
criticised such existing constructions as the “stages” and 
“styles” of economic development. In conclusion we now ask 
whether the results wc have reached are at all near to these 
“stages” and “styles”; wdiether, that is, (a) our picture of 
actual economic systems, or {b) the construction of our 
morphological system of pure types, can be regarded as a 
continuation of the theory of “stages” and “styles” of 
development, and of “real” types of economic systems. Our 
answer is no. 

(a) The classilication of economic systems bears no relation 
to the economic stages and economic styles, Th(‘y are some¬ 
thing ejitirely diflerejit. 

First, the economic system is an individual thing, the 
economic stage or style (of development) a type. When wc 
want to study, say, the economic system of the age of Pericles, 
or the quite different system of Italy in the first century, or the 
large number of other economic systems of classical times, we 
do not try to capture this multiformity in a number of stages 
or styles such as that of “Household Economy”. For example, 
there was an economic system in eastern Germany in the thir¬ 
teenth century, and another sort of system in the Flemish 
towns around 1270, and another Flemish economic system 
around 1350 (v. p. 237 If.). These are all individual things. On 
the other hand, the doctrine of stages and styles of develop¬ 
ment brings them together as “city economies” or even 
“Early Capitalism”. A particular German economic system 
existed in 1940 essentially different from that in 1900. The 
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doctrine of ‘‘stages” attempts to represent these and many 
other historical situations under the designation of “national 
economy”. 

There is a second difference closely connected with this. The 
construction of “ stages ” and “ styles ” of development is quite 
a different process from understanding the different economic 
systems. The former are built up out of a characteristic or 
a series of characteristics. That is how “real” types like 
“Capitalism”, “City Economy”, and “Household Economy” 
are created. It is quite different with the various economic 
systems. When seeking to understand these one starts with a 
single question, that of the structure of the system. What is the 
economic structure of contemporary Germany? Or what was 
that of the United States in 1800? It was shown that this 
(juestion cannot be answered directly, but that considerable 
further analysis must be undertaken in order to work out a 
morphology of the ideal types of economic systems, the dif¬ 
ferent varieties of centrally directed economy, different forms 
of nmrket, the main forms of monetary economy and monetary 
system. This is how our aim of understanding the economic 
systems existing to-day or in 1800 can be realised. This form of 
question and this procedure have nothing in common with the 
theory of “stages” and “styles”. 

T'hirdly, the economic “stages” and “styles” of develop¬ 
ment are meant to serve as the basis for theoretical studies, 
but not so the economic systems. We know, of course, that 
theories limited in application to single stages or styles, say for 
the City Economy or for Capitalism, have neither ever been 
constructed nor ever can be. But that is the intention, and it 
is an essential motive for the construction of these styles and 
stages. This is not the purpose for which we seek an under¬ 
standing of the different economic systems. Such attempts 
must clearly fail. For the number of forms of organisation 
realised in one economic system is too large and blended to¬ 
gether in too unique a combination for them to serve as sets of 
conditions descriptive of an economic system of which theo¬ 
retical analysis would be possible. It would be a vain under¬ 
taking, for example, to work out special theories for the 
German economic system in 1900 and for that in 1940 for the 
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purpose of explaining the economic process in Germany at 
those two dates. (The theories are eonstructed rather on the 
basis of the pure Jorrns, the different ideal pure tyj)es of 
economic systems, and their variants.) Certainly in order to 
apply the theoretical apparatus to tlie actual (‘oursc of 
economic events, it is necessary to know what were the actual 
economic systems and their dominant elementary forms. 
There is no such possible application for the “stages” and 
“styles” of development. 

(A) Our difl'erent types of economic system, the forms of 
centrally direct(‘d economy and of markets, the monetary 
systems and the wliolc' morphological sy,st(‘m for the study of 
economic facts, have no more coimeetion with the “stages” 
and “styles” of development than ha\ e our economic systems 
themselves. These are pure ideal types or forms which are not 
intended to give a cross-section or summarised picture of real 
economic systems. They have another purpose?, are dcTived in 
anoth(‘r w^ay, and have a different logical character. It is, 
therefore, dangerous to make comparisons between particular 
characteristics of the scries of various styles or stages that 
have been constructed and the descriptions of the ideal types 
of economic systems. It is too easily forgotten that stages and 
styles and a morphological system are on two quite different 
levels. In addition it must be realised that theories, according 
to whether they follow the one procedure or the other, have an 
entirely different significance, limited in application to a par¬ 
ticular period in the case of the stages and styles, and with the 
other procedure? not limited in their truth but only in their 
relevance. This gives some impression of the magnitude of the 
contrast. 

This is not a case of different houses being built of the same 
sorts of ston(\ The stones themselves arc different. There is a 
different kind of relationship with the historical facts, present 
and past, about men in their economic life, and about economic 
institutions. There is also a different use of analysis. All this is 
not said in order to claim originality. Science and its tasks are 
too great for such claims to be anything but absurd. The dis¬ 
tinction has to be drawn thus firmly so as to prevent further 
work on a house which economists have already spent too long 
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in trying to build, and which is neither habitable nor ever 
can be made so in the future. 

(13) The dill'erent individual sciences are often arranged 
under certain classifieations on the basis of which particular 
methods arc ascribed to them. Economics is often included 
under the so-called ‘‘moral” sciences,* as contrasted with the 
natural sciences, and what is called the method of the moral 
sciences is supposed to be applied when pursuing tlic^rn. By 
others again, economics is sometimes put nearer the natural 
sciences and an attempt made to apply in tlieni the methods 
of physics. In either case this procedure is not permissible. 
Every science must develop its own method and character out 
of the special nature of the problems of its subject-matter and 
by working out these problems. It is the problems of the sub¬ 
ject thrown up by reality and needing a solution that shape the 
j)rocedure. The nature of its two main problems calls for his¬ 
torical and theoretical treatment of a unique kind. This is 
what lixes the position of economies in the s(;ientilic cosmos. 

Economics must maintain its independence of all other 
sciences, for they have diHcrent problems to solve. It will fail 
in its task if it is dominated by methods of investigation taken 
over from the history of the natural sciences which have not 
arisen out of the problem of the great antinomy in economics. 
As no other science has the same conllicting problems to over¬ 
come, any simple transfer to (jconomics of methods derived 
from other sciences would be inapposite and misleading. 

It is just when the special characteristics of economics arc 
fully worked out, and our understanding of economic reality 
pushed as far as possible, that points of contact with other 
sciences are found. The isolation of individual sciences, so 
rightly complained of, cannot be removed from above by some 
superlicial classification, but only from below by each working 
at the problems of its subject-matter. First to occur are many 
points of contact with economic history. There are also very 
close connections with other historical sciences wdien these are 
each regarded as parts of universal history. We have already 
discussed this at length. 

(14) It follows that the theory of business administration f 

* Geisteswissenschaften. f Betriebswirtschaftslehre. 
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cannot be kept separate from the rest of economics. 
Separation would only be justified if a special group of prob¬ 
lems existed. The independence of its problems is the only 
basis for the independence of a science. The problems of 
economics and of business administration belong together. 
Firm and household arc parts of the whole economy and the 
course of economic events in them is part of the course of 
(events in the whole of society. The two central problems of 
economics are also the two central problems of business 
administration. The structure and management of firms and 
households can only be understood in the framework of the 
whole economy and as parts of the wlu)le course of economic 
events in which they belong. Therefore, all scientific students 
of business administration necessarily find themselves also 
studying the different economic systems and the interrelations 
in an exchange economy. There is no ground whatsoever for 
one science, that of business admijiistration, confining itself to 
the conditions of the individual economic unit, while the 
other, economics, ignores them. Bt^cause of the size of the 
problem it is right and understandable that the student of 
busijiess administration studies more the relations within the 
firms and households, and the economist more the relations 
bfitveen ec^onomic units. But the difference in emphasis should 
not lead to a separation into two separate sciences. 

As witli the separation betw^een historical and theoretical 
economics, it is true in this case also, that splitting up the 
science leads to its problems being left unsolved. If the econo¬ 
mist studies the economy as a whole and its processes without 
a knowledge of the responsible agents in the economy, that is, 
the firms and households, his work must be unrealistic. How 
can the structure of a modern agricultural economy be under¬ 
stood without a thorough knowledge of the structure of its 
farms of all sizes? How can all the economic relationships of a 
contemj)orary monetary system be understood without a 
knowledge of modern banking technique and the ability to 
read the precise meaning of the banks’ balance sheets? 

On the other hand, a student of business administration who 
stops short at the individual firm can never grasp the meaning 
of its structure and activities, nor of its balance sheets and 
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cost calculations. His horizon is too narrow and his treatment 
of the problems insufficiently co-ordinated {v, p. 87 ff.). If the 
economist overlooks the individual economic unit, while the 
student of business administration confines himself to the 
individual unit, the two will not approach what can be 
achieved by starting from the structure, plans, and actions of 
the individual firm and household, and advancing to con¬ 
ditions in the economy as a whole; that is, proceeding from the 
individual unit to an understanding of the whole economy . An 
understanding of the whole economy makes possible a scien¬ 
tific understanding of the individual unit and its activities, an 
example of Bockh’s well-known saying that “those who want 
a thorough knowledge of the individual part must understand 
the whole”. The unity of the problem becomes particularly 
clear where, as in the central!}^ administered economy, or 
independent economy, one authority controls the whole 
economic process; that is, where the entire process is com¬ 
prised in a single economic unit. 

The separation between business administration and 
economics w^as in particular the result of the attempts of many 
economists to solve problems of the whole economy, while 
disregarding the individual units of which it is made up. 
Where the view\s of this school predominated a vacuum 
resulted. The structure and behaviour of the individual unit 
was left unexplained. Students of business administration 
tried to fill the vacuum. As soon as it is recognised that it is 
necessary to discover the interrelationships in the economy as 
a whole through a study of the structure and of the activities 
of the individual unit, the vacuum disappears, as does the 
separation of business administration from economics.'^® 

(15) The economist, by gaining an understanding of dif¬ 
ferent economies and their structure, and of the course taken 
by the economic process, is then able to advance to a further 
big complex of problems, that of economic policy. 

This is its background. More and more countries are being 
industrialised and those that already have been, are going 
through new stages of industrialism which is everywhere 
destroying the old economic systems. Simultaneously great 
intellectual and political revolutions have changed and 
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dissolved the old systems. The numerous and rapidly changing 
economic systems of the age of industrialism have mostly been 
dominated by the exchange form of economy, and lately also 
by the centrally administered form. These changes have led to 
many upheavals in the course of the economic process, to con¬ 
centrations of and struggles for power, and to social tensions, 
and have hastened the spread of mass civilisation. 

One of the great tasks of the present age is to find an 
efleetive and lasting system, which does justice to the dignity 
of man, for this new industrialised (economy with its far- 
reaching division of labour. This means that the sfiortages of 
goods pressing every day on nearly all households must as far 
as possible, and for as long as possible, be relieved. At the same 
time a life of individual freedom must be possible. A solution 
of this task, on which so much depends (not only meir.s 
economic existence), requires the elaboration of a practicable 
economic constitution (v. p. 82) which satislies certain basic 
prineipU's. The problem will not solve itself simply by our 
letting economic systems grow up spontaneously. The history 
of the last century has shown this plainly enough. The economic 
system has to be consciously shaped. The detailed problems ol' 
economic l)olicy, whether of agricultural policy, trade policy, 
credit, monopoly, or tax policy, or of company or bankruptcy 
law, are part of the great problem of how the whole economy, 
national and international, and its rules, are to be shaped. 

For many decades men have beem accustomed to turn to 
particular problems of economic policy case by case. But the 
interdependence of all (‘conomic life demands that they all be 
seen and treated together intcrdependently. If economic policy 
neglects to do this the results are painfully clear, as in the case 
of states which tried to pursue an autonomous trade cycle 
policy and also remain on the gold standard, or which tried by 
their company law to obstruct the formation ol‘ joint stock 
companies, but countered the effect of their legislation by their 
tax policy. 

These problems are vast and difficult and can only be 
solved if use is made of the fruits of the scientific study of 
economics. Every single measure of economic policy affects 
the whole economy and the whole economic process. Of this 
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interdependence, which must radically influence all decisions of 
policy, economic science alone provides an understanding, by 
the application of its morphology and theory. Th(^ economist 
must do the preliminary thinking for an economic constitution 
for the whole modern economy. It is not a task of discussing 
doctrines or id(!oIogies but of concrete organisation. Thisfurtluir 
great complex of economic tasks is not discussed in this book. 
The statement must suflic(i that the understanding of economic 
lift*, present and past, with which alone we have been con- 
ct‘rned, is also a preparation for the work of shaping the 
economic constitutions of the future. 

(1(5) Legal and (*eonomic thought in thc^ (*ourse oJ‘ the nine¬ 
teenth c(*ntury and at the beginning of the twentieth century 
went their separate ways and have seldom been in (fontact. In 
this period the conviction predominated that although a legal 
system had to be established and built up, an eflicient 
"‘natural” economic system would develop spontaneously. It 
was not necessary consciously to create an economic system. 
It arose of its own accord. Consequently the legal system con- 
tain(*d no principles by which the* contracts, business agree¬ 
ments, company promotions, etc., of everyday life were to be 
linked together in an eflectivc unified economic process. 

Mc?anwhile it has become obvious that the modern indus¬ 
trialised world does not of itself produce an enecti\'e (economic 
system, but requires certain controlling constitutional prin¬ 
ciples as a foundation. This change alters the relation between 
legal thought and practice on the one hand, and economic life 
and thought on the other. Legal thought and practice wdll to 
an increasing (*xtent have the task of co-operating in the 
building and establishing of this economic constitution. The 
different branches of law—for example, those concerned with 
companic^s, taxation, monopolies, labour, patents, and 
branded goods - will depend for their content and interpreta¬ 
tion on the decisions about the economic constitution as a 
whole, and will be very different according to whether the 
controlling principles of perfect competition, or of some other 
form of market, or those of a centrally administered economy, 
predominate. 

Here are some examples. In the administration of justice 
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and in legal science the problem has often arisen whether price 
undercutting is permissible or not. In the administration of 
justice the case is probably decided by the “fairness” or 
“unfairness” of the undercutting. But there is no firm basis 
here for a judgment to rest on. For whether there is “unfair¬ 
ness” or not is usually decided according to the very nebulous 
notions of the judge about the “fairness” of prices, and about 
the economy in general. But when the judge starts from the 
intentions of the ecjonomic constitution—say the maintenance 
of competition—and applies this controlling principle, then, 
when he distinguishes between the different forms of market, 
especially between oligopoly and monopoly and perfect com¬ 
petition, lie is able to distinguish between the undercutting of 
prices which is compatible with these principles and that— 
such as occurs in monopolistic warfare—^w hich is not. Similarly 
legal science and the administration of justice can only under¬ 
stand the meaning of freedom of occupation, or of unlimited 
liability, when they are seen as principles of the economic con¬ 
stitution. The purpose of the unlimited liability of the entre¬ 
preneur in a competiti ve economy is to make him careful in the 
disposition of his resources, and in investing and producing, 
and automatically to eliminate him if unsuccessful. Unlimited 
liability is part of a competitive system, and its destruction by 
legal policy endangers the functioning of this system. Un¬ 
limited liability has no function in the centrally administered 
economy, for the* control of the economic process and the 
selection of the leadership proceed differently. The treatment 
of particular problems by legal policy gets a meaning, and 
single measures are successfully co-ordinated, if legal policy 
follows the controlling principles that are to be carried out in 
practice. 

Economists to-day are working on the practical controlling 
principles by which effective economic constitutions, national 
and international, can be built up, and which will be fruitful in 
all fields of economic policy. Here economic and legal thought 
can work together, whether it is on the treatment of cartels or 
on general business law, on questions of the international 
monetary system, or on other questions of economic and legal 
policy. 
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(17) The conflicts in the claims of reason and perception, the 
concrete and the abstract, synthesis and analysis, must not be 
removed but made fruitful. These contrasting partners must 
be fully brought to bear, in their purest and most complete 
forms, on our problems. Economics lives by such conflicts and 
through them reaches a scientific understanding of economic 
life. 

The unity of its theoretical system enables it to comprehend 
the multiformity and variety in history . The genuine and in no 
way speculative intellectual analysis that economics has 
developed does not conflict with, but serves to illuminate, those 
living facts which surround us and which have been lived 
through by us and our predecessors. 



NOTES 


Note 1. Failure to start from the faets and from faetual problems is 
the original sin of all empirical sciences. Words and concepts usurp the 
place of the analysis of facts and conditions. Many are those who blind 
t hemselves to the faets by words, definitions, false abstractions, slogans, 
and prejudices. There were, for example, the notorious opponents of 
(jalileo, who refused to make use of a teles(^oi)e to look at the moon of 
Jupiter, because according to their theory and definitions Jupiter could 
have no moon, and therefore any further study of the heavens was 
superHuous. “This kind of person”, Galileo said, “believes that truth 
is not to be found in the world or in nature, but in the comparison of 
texts”. To-day such blindness to, or fear of, the real world can be 
laughed at. Hut such laughter is hardly justified. PiConomists are 
especially apt to suffer from a failure to st^e the true point of departure 
of their subject in e\Tryday experience and its problems. 

Max Weber said at the first Congress of German Sociologists in the 
<*()urse of a discussion of the concept of “economy”: “In my opinion, 
we have generally to start from the fact that sciences, and what they 
are concerned with, come into being when problems of a particular kind 
appear, and when specific means for dealing with those problems arc 
demanded. ‘Economy’, then, is something we select from out of the 
variety of our experience when we arc faced with particular sorts of 
problems” (Schriften der dcutscher Gesellschaft fur Soziologie, I. Hd., 
1911, p. 2(37). For further criticism of basic concepts see H. Dietzel; 
Theoretische Sozinlokonomik, 189.5, pp. 149 ff., and below pp. 50, 301. 

Our formulation of the question of the interrelations of the economic? 
process has met with some objections. It has been complained that this 
question, that is, our first main problem, has not arisen from a study 
of the real economic world, and that I am only deluding myself in 
thinking that it has. It has been taken over from the classical economists 
(Amonn, in Jahrh, /. Nat,, Bd. 153, 1941, pp. 15 ff; Huppin, in the 
same journal, Bd. 15(5, 1942, p. 106; Weippert in the Zeitschrift fur die 
ges, Staatsxviss,, Bd. 102, 1941, pp, 1 IT). 

This is a strange but not uninteresting objection. I have emphasised 
at length that the classical economists asked this question (see pp. 
18, 26, 47) and it was superfluous to point this out. But this objection 
does show how diflicult it is for some economists to face up to the 
unavoidable task of turning their attention to the real economic world 
as we see it in firms and households. Economists, in Galileo’s words, 
arc still comparing texts and thinking that their problems can be 
solved in this way. So they never emerge from the paper world of models 
and threadbare controversies. The task is to get a really spontaneous 
and immediate grasp of economic problems and their full relevance. 
The great service of the classical economists, which I was particularly 
concerned to emphasise, and which must never be underestimated, was 
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that they formulated the problem and dealt ivith it by new methods. 
What is important is that we see the reality of the problem. We have to 
deal with it, not because the classical economists did so, but because it 
is a fruitful one to raise for the study of the real economic world (see 
p. 297). That is the essential point. The second main problem, that of 
the nature of the economic system, is also essential, although the 
classics never raised it in this form. Faced with the problems of the real 
world everyone has to formulate these questions for himself, whether 
tohers have done so before or not. 

Note 2. On the threefold or fourfold division of theoretical economics, 
see J. B. Say: Corns complet d^economie politique, 1828; more recently, 
Karl Diehl: Theoretische Nationaldkonomie, Band II bis IV, 1924-33; 
H. Dietzel: op. cit., pp. 128 ff., who gives a detailed survey of the 
development of the threefold, fourfold, or twofold division of economic 
theory. In this connection Dietzel’s statement that “Economic life 
is an organic whole”, is certainly true, and just for that very reason 
we must abandon the attempt to formulate independent theories of 
production, exchange, distribution, and consmnption. For further 
criticism see Carl Meiiger: Grundsdtze der Volkswirtschqftslehre, 2nd Ed., 
1923, Chap. 4, para. 1. 

Note 3. The problem of the time structure of economic activity is 
often not fully understood and so a further example may be provided 
here. Let us imagine the mines, machinery, factories, textile works, 
canals, farms, and land, in fact the whole gigantic productive apparatus 
of England, as it is to-day. Add to this the working population and the 
stocks of raw materials and scmi-finish(‘d goods. Faced with these 
({uantities of labour, natural resources, and produced means of pro¬ 
duction, the following great question, among others, arises: what to-day 
shall be the time structure of production in England? Obviously there 
is an infinite range of possibilities which fall between two limiting cases. 
The one limiting case is that the entire means of production of every 
kind, including labour, should be used for extending the productive 
apparatus. Agriculture would concentrate on adding to livestock and the 
output of the iron and steel industry would be devoted to making new 
blast furnaces and machinery factories. Provision for the present and 
near future would be cut down as far as possible in favour of investment 
and provision for the more distant future. Supplies available in the 
jiresent would be very small in order to make possible greater supplies 
in the future. The other limiting case would be il* the greater part of the 
means of production and of the services of labour were used so as to 
increase final consumption as rapidly as possible. There would be no 
expansion of the productive apparatus at all, which would rather be 
reduced and gradually used up in the interests of larger present con¬ 
sumption, livestock being slaughtered, and machinery and houses no 
longer maintained and replaced. In this limiting case provision for the 
present would be much larger, but at the expense of the future. In 
actual fact, one of the many possible intermediate courses would be 
adopted. The question is, what determines the decisionl It is obviously 
impossible to explain the productive activities of the English people 
without putting and answering this question of the time structure 
of production, a problem which includes that of savings and invest¬ 
ment. 
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For criticism of Walras and Pareto on this subject see Wieksell; 
“Pareto’s Manuel d’economie politique”, Zeilschrift f'iir Volksrvirtschaft, 
1913. 

Note 4. The economist has the task, in dealing with the opinions and 
ideologies of everyday life, of uncovering them and seeing through their 
inlhience, of freeing himself from them, and arriving at objectively valid 
(conclusions. Whether and how far this latter objective? is possible is 
studied at length in this book. 

We lack a psychological or so(*iological study of the ideologies of 
vested interests. For ideologies of the sixteenth century see Strieder: 
Studium zur Geschichte kapitalisHscher Organisaiionsformen, 2. Aiifl., 
1925, especially Book 2; .1. Iloffiier: Wirtschaftsethik und Monopole ini 
funfzehnten und sechzehnten Jahrhunderty 1941. 

It would also be necessary to study historically how economic theory, 
in the course of its development, has fac(?d up to this double task of 
understanding and seeing through popular opinions and ideologies. 
It would emerge from this that the older thinkers were mostly more 
aware of the problem than many more recent writers. The passage 
quoted from Foster (1997) is taken from S(?hulzc-Gavernitz: Der 
(irossbetrieh, 1892, p. 7. Quesnay (Maximes Generales du Gouvemetnenl 
economupie, ca, 1748) says in his discussion of monopolies, privileges, 
etc.; “What shines out amid darkness is often false and deceptive. 
The natural order is often upset by special interests which arc always 
pursued in secret or disguised as the general welfare”. On the inhuenee of 
vested interests and their ideologies on Mercantilism and on economic 
policy, see the severe but relevant criticisms c.f. Adam Smith: Wealth of 
Nations^ Book 4, Chapters 3 and 8; E. F. Heeksher; Mercantilism; 
and C. J. Kraus; StaatswirtsrhafU 1808-11, 2 Bd., I, pp. 243 ff. 

Not only economists are apt to be careless and unsuspecting of the 
ideologies of vested interests, but often students and practitioners of 
law do not show the necessary caution when faced with “ interested” 
interpretations and claims in cartel law, company law, general business 
law, and the law of fair competition, etc. It is in this way that the 
influence of economic pressure groups in public life spreads. See, for 
example, the judgment of the Reich High Court of 4 February, 1897 
(RGZ.38, S,155 ff), which has been of fiindaniental importance for the 
legal and economic treatment of cartels, and which was (juite uncritically 
used in the arguments and propaganda of vested interests. (For 
a criti(!ism of this decision see Franz Bbhm; Ordnung der Wirtschaft als 
geschichUiche Aufgabe und reehtssehopferische Leistungy 1937, pp. 150 ff.) 
A study of all the legal pronouncements of the Reich High Court in 
civil cases from tliis point of view is very badly needed. 

On the methodological task here “ the question how confused naive 
experience can become scientific experience and how objectively valid 
empirical conclusions can be arriveci at is the principle methodological 
problem of every empirical science” (E. Husserl; “Philosophic als 
strenge Wissenschaft”, Logos, 1911, and Logische Untersuchungeuy 4. 
Aufl., 1928,1, 1). 

“The everyday experience from which our theories start is naturally 
the conunon starting point for all the empirical sciences. All of them 
have to aim at getting beyond tliis, for only to that extent is their 
existence as separate sciences justified. Each science has to rise above or 
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overcome* everyday experience in one way or another” (Max Weber: 
Gesammelte Aufsdtze zur Wissenschaftslehre, 1922, p. 269). 

Finally, here are some words of Schopenhauer from the introduction 
to the second edition of The World as Will and Idea. He describcis there 
the common activities, writings, and speeches of everyday life and says 
that these activities are guided by one’s interests rather than by 
insight ("‘Absiclit niehi Einsicht"), the truth being certainly the last 
thing which is being cared about: “Or is it really believed that in all 
this striving and turmoil, where it is in no way the aim of it all, truth 
can be arrived at inmdentallffr'' 

In starting out, not tabula rasa, but from a quantity of j)re-scienlilie 
prejudices, the ciconomist sulTcrs the same lot as all other empirical 
scientists, from the political historian to the astronomer. But few' 
empirical sciences have more pre-scieiitific prejudice to reckon with, 
more vigorously supported by the vested interests of individuals and 
groups. For this reason especially there is in economics a specially 
marked discrepancy between the everyday nature of its problems and 
the quite uncommon effort that is necessary in order to deal with them 
scientifically. This is one of the reasons for the unpopularity of econo¬ 
mics; it demands that one frees oneself from carefully ch(*rished errors, 
whieli is a feat only few' men can manage. On this subjecl. Kant at the 
beginning of his treatise Was ist Aufkldrmig? of 1784 has said all that is 
ncfjessary. 

On this fundamental problem for the study of eeonomic^s, see also 
pages 52, 53, 265. 

Note 5. The term “history” is often used to cover both the historical 
events themselves as well as the writing of history (on this see Ilegers 
Lectures on the History of Philosophy). From this common ambiguity 
many avoidable confusions have rc^sulted. I understand by “history*' 
only the historical events themselves and refer to tlu; science of history 
as “historical writing”. In this book when wt; say that “the history of 
the Middle Ages teaelics us that ...” I mean that the actual events of 
the Middle Ages teach us that, and not historical writings about the 
Middle Ages. 

Further, history consists not only oJ’ the ev ents of the past but also 
of the most recent times, of the present, and of to-day. In this sense 
we arc living through history every day. 

Finally, “History refuses to interest itself in the details of family 
life, the daily round and daily events of the individual” (K. Bernheim: 
Lehrhuch der historischen Methode, 4. Aull., 1903, p. 3). This is simply 
describing w'hat the usual emphasis of the historian is. Economic 
everyday life nevertheless remains an essential part of history. 

Note 6. On the task of theoretical studies in economics see also my 
work “Was leistet die natioiialokonomischc Theorie?” in Kapital- 
theoretische Untersuchungen, 1934. Sec also pp. 56, 60, 222, 

Note 7. On the subject of the “unchanging general style or form” 
(“invarianten Gesamtstil”), see also pp. 240, 278, 295, 

Note 8. On the attitude to history of the writers of “the Age of 
Reason” and their allegedly unhistorical ways of thought, see A. 
Sorel: Montesquieu, 1887; W. Dilthey: “Das 18. Jahrhundert und die 
geschichtliche Welt” (Ges. Schriften, Bd. 3); E. Cassirer: Die Philosophie 
der Aufkldrung, 1932, pp. 263 ff. 
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It is not enough to treat the historical thinkers of the Age of Reason 
mainly as the forerunners of the still influential niiu'teenth-century 
school of historical writing dominated by the idea of development, as 
Meineeke does in the first volume of his Entstchung des liistorismus 
(IfKUi). They were historians who started from different problems and 
had quite a different attitude to history and reason. (On these tw’o 
attitudes to history see also my article “ Wissenschaft im Stile Schinol- 
Icrs”, Weltivirtschnfflirhes Archiv, 52, 1940, pp. 468 ff. 

Against the usual criticism of the classical economists from the 
point of view of the historical school, see Scdiiiller: Die Klassischc 
Nationaldknnomic und ihre Gegner, 1895; and H. Dietzel: op, eit.y 
pp. 103 ff. 

For criticisms of the theoretical system of crlassical economics see 
Wickscll: Vorlesungen iiher Naiionalokommtiey 1913, Vol. 1, pp. 61 and 
77; Bdhm-Bawcrk: Gruridzilge der Theorie des wirtschaftliehm (HiU^rwertSy 
1932, pp. 130 IT., and GesamtneUe AufsatzCy 1924, pp. 481 ff.; L. Walras; 
^Uments d'dconomie politupie pure, 1926, Lemons 38-40; G, Casscl: 
Theoretischc SozialokonomiCy 5. Aufl. para. 32. 

By “classical theory” I understand the theory of the classical 
economists, that is the (‘conomists from Quesnay to John S. Mill and 
Von Mangoldt, wo/, as is often the case recently, also the modern 
theoretical (‘(xmomists. It is surely showing a (jomplete disregarxi of 
the basic notions of iJieir systems to neglect the differences between the 
classical tlieory and the modern systems as created ])y Gossen, Menger, 
Walras, .levons, Marshall, Wieser, Bdhm-Bawerk, and others. This 
difference is fundamental. i\) refer only to two f>oints: while the modern 
theories try to understand the entire economic; process as arising out of 
human needs, this is not the case with the classics. And secondly^ a 
plumomcnon of central importance like that of costs receives in the 
classical and modern theories an entirely different explanation, and is 
given (luitc a different significance for the economy as a whole. The 
theoretical picture of the course of economic life is to-day quite a 
different one from that of the classical economists, and this must not be 
disregjirded. 

Note 9. As regards the procedure of “ conceptualist ” economists, it 
may be pointed out that other sciences have o\Trcome “ conceptualism” 
earlier than has economics. “ ‘Sizi’ despises”, wrote Kepler once to 
Galileo, “the w^orld as we perceive it and does not see it himself. He 
disbelieves those who know about it and plays about with childish 
c;onelusions like one of the j^eripatctic philosoj)hers in a paper world”. 
This is a severe, but even to-day a ndevant, judgment. For criticism of 
the method in the empirical sciences which begins with definitions, see 
J. F. Fries: System derLogik, 3. Aufl., 1937, pp. 298 ff.; and A. Trendelen¬ 
burg; Historische Beitrdge zur PhilosophiCy Bd. 3, 1867, pp. 61 f., where 
he says among other things; “In contrast to the old methodological 
rule which begins the study of a subject with a definition, Campanella 
once said that a definition comes at the end of a science. It is certainly 
not a prologue, but rather an ef)iloguc to our knowledge. For the 
definition contains in summary and in the shortest form the essence of 
our knowledge and its conclusions. Only after our investigations can the 
correct relations be brought together in a definition. For further 
criticism of “conceptuiil” economics see also pj). 24, 94, 301. 
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Note 10. The dualism of theoretical and historical c(;ouomics was 
defended by, among others, Carl Mengcr in his Untermchungen iiber die 
Methode der Soziahmsscmchafien, 188:^, and H. Rickctt in IHe Gfenzm 
der Naturwissenschaflichen Begriffshildung, 8, Auil., 1921. Carl Mengcr, 
incidentally, did mention that theory can be of servic^e in understanding 
the real economic world. Ilut its application is a task “lor the historian, 
for whom the theoretical social sciences are in tliis respect auxiliary”. 
Such remarks as these tend to blunt the sharpness of Menger’s dualism 
but do not remove it, since* h<‘ calls for two diflercnt sciences with two 
different intellectual ol)jcctivcs and two diiTcrc*nt ways of thinking. 
Furthermore, it is a mistake to assumi* that the purely historical 
economist can apply economic theory. Ualht*r it is only the economist 
who understands how to work with theory from the start, and how to 
construct the theoretical tools, who can aj)ply it in understanding the 
real world. The failure of methodological dualism does not detract from 
the gr(^at achievements of (>arl Mengcr as a llieoretical economist. For 
an extreme dualist point of view s€*c A. Ammon: Ohjekt and Grund- 
begriffe der theorctischen Nationalokonomic, 1927, and other works by 
Ammon, for example his book t)n Ricardo (1928), where in the intro¬ 
duction he distinguishes bctwi^en a “foriiiar’ and a “real ” problem of 
economic distribution, the latter lying quite beyond theoretical treat¬ 
ment. See also his recent work, “Nationalokonomic und wirtschaftlicdie 
Wirklichkeit”, Jahrb.f, NationalOk,. 1941, Kd. 158, pp. 1 ff. and 180 ff. 

On the origin and rise of modern cH*onomie theory see Fr. Wiescr: 
Gemmmelte Abhandlungen, 1929, pi>. 85 ff. and 110 ff.; J. M. Keynes, in 
Mermriah of Alfred Marshall^ 1925; J. Schumpeter: Grundriss der 
Sozlalbkonomik, I, 1924, pp. 118 ff.; I-.. Robbins’ introduction to the 
new edition of Wicksteed’s Common sense of Political Economy, 1988; 
Hayck’s mtroduction to the reprint of Mcngcr’s Grundsdtze, London, 
1984; W. S. Jevons’ preface to the 2nd edition of his Theory of Political 
Economy, 1879. 

Note 11. For the purely empirical p<)int of view sec Sclmioller's 
criticism of Mengcr (Zur Litrraiurgeschichtc der Slants- and Sozial- 
ivissenschaft, 1888, pp. 175 ff), Schmoller’s RtTliiicr Rektoratsrede 
Wechselnde Theorien und feststehende Wahrheiten, 1897, his article 
“Volkswirtschaft, Volkswirtschaftslehre und ihre Methode” in the 
//cfeo. d, Staatswissenschaften, 8. Aufl., and his Grundriss, In the great 
debate between Mengcr and Schnioller both parties were WTong, nor 
was the truth somewhere in the middle between the two. Neither 
Meiiger’s dualism, of which Schmoller perceived the danger, nor 
Schmoller’s pure empiricism, the failure of whi(;h Menger foresaw, 
does justice to economic reality. A new stiirt is necessary. 

Within the German Historical School there w'ere various men at 
work who, in their attitude to economic theory and in formulating their 
problems, tried to avoid the mistakes of the pure empiricists. (Among 
others M. Sering, on whom sec Dietze in the Jahrb, fiir Nat, v, Stat,, 
1940, Bd. 151, pp. 1 ff.) For criticism of the common statistical brand 
of pure empiricism see W. Lexis : Abhandlungen zur Theorie der BevdU 
kerungs- und Moralstaiistik, 1908, pp. 240 ff.; Fr. Lutz: Das Konjun- 
kturproblem in der Nationalokonomie, 1932, pp. 128 ff. 

Note 12. The beginnings of theories of “stages” or “steps” of social 
and economic development can alrcatly be found in the writers of 
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ancient Greece, particularly in Aristotle. In the eighteenth century 
there was much discussion of the different ffirms of society, of the 
different peoples, of hunters, shepherds, agriculturists, etc. (e.g. Adam 
Smith: Wealth of Nations y Book V). But the theory of stages of develop¬ 
ment first really came to the forefront in the nineteenth century. This 
was not only because of the rapid changes in economic life in the nine¬ 
teenth (century, which must have suggested the construction of such a 
theory of stages, but also because of two other intellectual develop¬ 
ments which both, independently of one another, influenced scientific 
thought in the direction of such a tlleo^ 5 ^ The dawn of a new conscious¬ 
ness of history and the trend towards an ‘‘individualising” approach to 
history which took j>laee at the end of the eighteenth and nineteenth 
centuries demanded a much closer observation and study of the different 
forms of economic life. Another important stimulus came from (|uitc 
another direction: the victory of the idea of evolutionary development 
in the natural sciences. I'his victory was so complete that it sj)Tead to 
all other sciences. This was the period when a legal thinker such as 
Ihering (?ould summarise the emtire conclusions of his studies in the 
history of law by saying that they completely confirmed Darwin’s 
theory (see Zwcek im Rechty 1868,1, Bd., IX). On the history of the idea 
of development and its various forms, and for criticism of it, sec Rudolf 
lOucken: Geistige Stromungen der Gegemvarty 6. Aufi., 1620, pp. 132 if. 
and 206 ff.). The victory in the field of Sociid Science of the idea of 
evolution as developcnl by the Natural Sciences is often attributed to 
(’orntc and the great influence he exercised on European thinking 
(Coffrs de Phihsophie positivey 1830-42). Comte explained very foree- 
fuliy how the individual fiiets of state and society follow as parts of the 
general and necessary laws of development. His important theory of 
the three stages of development has had an immense influence. l*artly 
directly, and partly via SpciuxT, Comte has influcn(‘ed economics in 
(Germany in the direction of evolutionary ideas, and in this way has 
assisted the construction of theories of economic; stages of development. 
That holds also for Schmoller, on whom, as on Spencer and Comte, the 
influence of Darwin was decisive (see K. Diehl: Theoretischc Nalionaloko- 
nomie, I. Bd., 1. Aufl., 1622; W. Mitscherlich; Die Lehre von den 
bew^lichen und starren Hegriffeuy 1636, pp. 142 ff.; and the Freiburg 
dissertation of Diehl’s pupil Franz Raab: Die Fortschrittsidee hei Gustav 
Schrrwllery 1934). On the invasion of the social sciences by ideas derived 
from the natural sciences sec Hayek: “Scientism and the Study of 
Society”, Economicay 1642-44. 

On the theory of economic “stages” see any standard German text¬ 
book : e.g. K. Knies; Die politische Okonomie vom geschichilieken Stands 
punkte, 1883, pp. 351 ff.; K. Bucher: Die Entstehung der VyiksmirtsciuifU 
8. Aufl., 1911; Sombart, whose w'ork Modem Capitalism is based on the 
nineteenth-century idea of economic development, and whose short 
work Ordnung des WirtschaJMehens, 2. Aufl., 1927, may be consulted; 
J. Plenge: Stammformen der vergleichenden Wirtschaftstheoriey 1919; 
A. Spiethoff: Die allgeineine Volkswirtschaftskhre als geschiehtliche 
Theorie; “Die Wirtschaftsstile”, in Schmollers Jahrbuchy 56, 1932, 
p. 891. On “intuitive” empirical theory (“anschauliche Theorie”) see 
E. Salin: “Hochkapitalismus”, Weltwi/rtschaftliches Archiv, Bd. 25, 
1927, p. 814; A. Spiethoff: “Schmoller und die anschauliche Theorie der 
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Volkswirtsohaftslehre”, WeliwiHschafiliches Archiv, 62, 1938, p. 400; 
W. VleugeJs: “Leisturig, Sdiwiichcii und latsaehliehe Bedeutung der 
deutscheii Nutzwcrtlehre”, Weltwirtsch4iftlicfics Archiiu 61, 1937, p. 275, 
The works of Keynes are a clear example of how modern theoretical 
economies may be based on eontem])orary c-eonomic phenomena. On 
the attitude of C. Monger see p. 305. 

Note 13. "‘Stages” and “styles” of economic development, different 
“types” of economic sj-stem, and all other such ^"‘reaV types have quite 
a different significtanef* from ideal types and are obtained in quite a 
different way, that is, by generalis'ing abstraction. On the other haiul, 
ideal types are created by isolating al)straction or the abstraction of 
specially significant eharaeleristics (see pp. 105, 109, 173, 223, 300). 

Karl Menger already made use of the term “real” types (LJnter- 
suchnngen iiber die Methode der Soziahvissenschafien, 1883). Sehinoller 
had the right intuition in seeing that the “ideal t,y])es” as defined 
by Weber did not apply to his and Biieher’s “stages ^)f economic 
development”, but he did not follow up this idea. For lurther remarks 
on the differences betwe<‘n these two kinds of types see also Notes 24 
and 66. 

Note 14. For the latest extension of tlie boundaries of history back 
into pre-history see Sehniidt-Kop[)ers: Volker and Kalturen, J, lf>24; 
Mcnghin: Weltgeschichte der Steinzeity 1931; F. Heichelheim; Wirt- 
schaftsgeschichte des Altertums, lf>38; as an introduction see F. Kern: 
Anfdnge der Wcltgeschichtey 1933. 

Note 15. On the gradual regression to more primitive conditions, 
interrupted by isolated periods of prosperity, of the economic life of 
the ancient world in its later stages see M. Host()vtz(‘ff: GeseUschafl und 
Wirtschaft im romischen Kaiserreiclt; F. Heichelheim: op, cit.y Chapters 
7 and 8. 

Note 16. For the new picture of the economy of the Middle Ages at 
their height and in their later stages, and for th(‘ supersession of the 
theory of the “city economy” sec A. Sclniltc: (ieselnchte der grossen 
Ravenshurger Ilandelsgesellschaft, 1923; .1. Strieder: Studien zur Ges- 
ehichte Kapilnlislisvher Organisationsformeriy 2. ^Vufl., 1925; F. Hbrig: 
Die europdischer Stadt, in the l'roj)ylacn Weltgcschiehte, 1922, Hd. 4; 
also Rdrig’s lecture, Mittelnlterliclee Weltwirtsehaft, 1933; J. Kulischer: 
Allgemeinc Wirtschaflsgeschichtey Bd. 1, 1928; Clemens Bauer: IJnter’ 
nehmung and Vnlernehmungsform im Spdtmittelalter and in der begin- 
nenden Nenzeit, 1932, and Venezianischc Salzhandelspolitik his zam 
Knde des 14. Jahrh.; Viertel-Jahrschr, f. Soz, v. Wirtsch-Gesch.y Bd, 23, 
1930, pp. 273 ff.; W. Abel: Agrarkrisen und Agrarkonjunktur com 13. 
bis zum 19. Jahrh,, 1935; B. Kuskc: “Die Entstehung der Kreditwirt- 
schaft und des Kapitalvcrkehrs” in Kreditwirtschafi (KbIntT Vortriige), 
1927; H. Sieveking: Wirtschaflsgeschichtey 1935, p. 63. Of older works 
critical of the theory of the “city ” economy we may mention Stieda; 
Hansisch-cenetianische Handelsheziehnngen im 15. Jahrhundert, 1894. 

I am very grateful to ClcTiiens Bauer for numerous suggestions and 
referen(*es to problems of medieval economic life, and concerning 
general problems of the different kinds of economic system. 

The question remains as to how it was possible that economic 
historians and economists, like Below, Biiehcr, Sornbart, and many 
others, could so complclcly misuiiderstand an epoch of history, near to 
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our own time, ibr which many clear sources were at hand; how they 
could see as a number of independent city c(‘onomies what in fact was 
an extensive economic area with considerable division of labour; and 
how they could completely miss the existence and central importance 
of long-distance trade in the Middle Ages. There are other factors 
responsible besides the dominant ideology of “development” and 
progress which eneoiiraged the overlooking of periods of regression, such 
as took place after the sixteenth century. The dislike of Thomas Aquinas 
and many of the other social and ethical thinkers of the Middle Ages 
for long-distance trade was misunderstood, in that the great discrepancy 
between the standards of the philoso]>hers and the actual reality of 
economic life w'as missed. Kurtfiermore, it was the towns which were 
mainly responsible for economic poZiq/ in the Middle Ages, not the state. 
Therefore the towns and their ifiiinediate surroundings were wrongly 
regarded as closed economic areas, the range of validity of their legal 
decisions being (*onfused with tht‘ range of their economic relations. 

2Vo/e 17. On the much eontrovertcfl problems of the economic history 
of the ancient w'orld, see Max Weber’s article “Agrargesehichtc”, in the 
Handworterbuch der StaafswissemchaJU n. Ji. Aull.; K. Ocrtel’s appendix 
to Pdhimann’s Gcschicktc der sozinlen Frage and des Sozialismus in der 
antiken Weli^ 3. Aull., 1925; 1. Hasebrock: Griechische Wirtschajts^ und 
Geselbscfujftsgcschiehte, 1931, Foreword. 

Because only partially satisfactory answers have been given to the 
question of the economic syslems of the ancient world in the original 
sources, there is a wide held for the construe live activities of rescar(;hers. 
One sort of attem})t made is to project into the ancient world the 
economic conditions and economic and social contrasts of to-day, and 
from the courses of the ancient striigglc‘s to luicl support for a particular 
point of view in contcm])orary controversic.‘s. This is what KdwTird 
Meyer, Pdhlmann, and, recently and much more carefully, Hostovtzeif 
have done. Or, on the other hand, I he ancic-nt world is seen as the direct, 
contrast of the iiiodcrn economic world, as with Bodbertus, Biieher, and 
rc c'ciitly, Ilasebroek. Tliere is cither a mcjdcTiiisiiig or anti-niodc rnising 
error. The conditions looked for arc c‘ither the same* or similar, or else 
c*ntirely the cjpposite to those of the present day. But each period must 
be understood for itself. 

Note 18. Kconoinic and historical works about the medieval economy 
suffer from not putting in the forefront I he question of the framework 
of the economic system. It is cjuite in;idecjuate, for example, to ask how 
far a bjirtcr economy and how far a monetary ec*ononiy existed in the 
Middle Ages, bc*cause, under the term “barter economy” completely 
different economic systems may be understood (see Note 35). 

In addition to the'works mentiemed in Note 13 on medieval economics, 
we may mention, L. M. Hartmann: Zur WirtschafUgeschichte Italiens 
im frdhen Mitielalter, 1904; A. Dopsch: Wirtschafiliche und soziale 
Grundlagen der europdischen KuUurentwicklung^ 2. Aufl., 1924; F. Imtge: 
Agrarverfassung des fruhen Mitlelalters im Mitteldeutsehen Rauni^ 1937; 
11. Passow; “Die grundhc?rrschaftlichen Wirtschaftsverhiiltnisse in den 
Lehren von den Wirtschaftssystemen”, Jatirb.f, Nat.y Hd,, 112, 1919; 
E. Keltcr: Geschichte der obrigkeitiicJwn Preisregelung, Bd. I, 1935; 
G. Mickwitz: Die Kartellfunkiionen der Zimfte^ 1936; J. Hoffner; 
op, cit. 
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Note 10. On the problems of the different modern economic systems 
see Franz Bohin: Wetthewerh und Monopolkampf, 1033, and “Ordnung 
der Wirtschaft als geschichtlichc Aufgabc? und rechtschdpferische 
Leistiing”, 1037 (an introduction to the series Ordnung der Wirtschaft by 
Franz Bdhm, Walter Kiicken, and Hans Grossmann-Doerth); Fr. Lutz: 
Das Grundprohlem der Geldverfassung^ 1036 (see h(?re the aeeoimt of the 
British monetary constitution, and the actual monetary system in 
Britain which >ve touch on briefly in the text). Fr. TiUtz; “Goldwahrung 
und Wirtschaftsordnimg”, W eltwirtschaftliches Archiv, 103.5; II. 
Gestrieli; Neue Krcdltpolitik, 1036, and Kredit und Sparen, 2. Aufl., 
1047; H. Grossmann-Doerth: Selbstgeschajfenes Rechf der Wirtschaft 
und staatliches Recht, 1933; W\ Kueken: “Staatliche Struktiirwandhmgen 
und die Krisis des Kapitalismus”, WeltimrisckaftUvhe Archiv, 1032, 
and “Wettbewerb als Grundprinzip dcr Wirtschaftsverfassung”, in 
Schrift dcr Ak, /. d. Rccht, Gruppe Wirtschaftswiss.. Bd. 6, 1042; A. 
Riistow in Schriften des Vereinsfiir Sozialpolitik, Bd. 187,1032, S. 60 ft*.; 
W, Bdpke: The Social Crisis of Our Time, 10.50, Civitas Humana^ 1044, 
and IHe internalionale Ordnungy 1!>4,5; F. A. Ilayek: The Road to 
Serfdoniy 1044; W^ Lippmann: Principles of the Good Societyy 1037; 
C. von Dietze: ‘'Landwirtschaft und W\‘tt.lxiwerhsordnung”, SchmoUers 
Jahrhuchy 66. Bd., 1042, S. 120 ff.; L. JVliksch: Wetthercerh ah AafgabCy 
2. Aufl., 1047; and the piihlication OrdOy edited by Kueken and Bdhtii, 
first number 1048. 

The economies of modern nations, in which many millions of in¬ 
dividual economic units are bound up together by a thorough-going 
division of labour, as in a single giant factory, rccpiirc, if they are to 
function, a system based on definite fundamental principles. Allowing 
an economic system uncontrolled growth, with unsystematic interven¬ 
tion by the economic policies of the state, leads, in the long run, as the 
experience of the last half-century convincingly shows, to economic 
systems in which the ccontnnic process only oi)erat(*s with severe dis- 
niptions and which finally, as in the later phases of the anc-ient world, 
must lead back to a primitive economy. Modern economic life, thal, is, 
demands an econornic constitution. The works we have just mentioned 
have the aim of preparing the intcJlec'tual path for such an economic 
constitution (sec also page 313). 

Note 20. For the scientific undersbinding of the different kinds of 
economic system, see especially Part TIT, Chapter 4, i)agc 2.55. On the 
legal order and the economic order see page 275, and also M. Weber: 
Wirtschaft und Gesellschaft, 1022, pp. 368 ff., as also Weber’s important 
contribution to the discussion in Schriften der Deulschen Gesellschaft fur 
Sociologie, 1. Bd., 1911, pp. 265 ff.; further, R. Stammler: Wirtschaft und 
Recht, 5. Aufl., 1924, especially pp. 177 ff. 

Note 21. On the unhistorical over-simplifications of the theories of 
“stages” and “styles” of development see M. Weber: Gesammelte 
Aufsdtze zur Wissenschaftslehrey 1922, f). 105. Max Weber certainly 
did not draw the necessary conclusions from his very able criticism 
(see Note 66). For criticism of the theory of “stages” of development 
see Bechtel: Der Wirtschaftsstil des deutschen Spdtmittelalters, 1980, 
pp. 3 ff. It would be a misunderstanding of our i)oint of view to represent 
it as opposed to the groui)ing of economic systems into larger categories 
or classifications. To keep close to reality, however, this kind of grouping 
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or classification must be in accordance with the basic structure of the 
different economies. We can speak of a particular type of economic, 
system such as that of the Greek city state in antiquity, in so lar as a 
uniform structure was realised there. Ilut it is illegitimate to include 
under a single “style” of economic development two entirely different 
economic systems, such as that in Italy, and that in Egypt at the time 
of Augustus. 

The tendency to over-simplifi(?ation in economics is shown not only 
in descriptions of the different forms of economic life, but also in the 
accounts of the course of everyday economic life, for example, in 
studies of the trade cycle. The attempt is made to represent the changes 
in everyday economic activity as following a single uniform t>^pc of 
(rycle or normal cycle, and then a single theory is created to explain this 
normal cycle. Much too little attention is then paid to the different 
trade cycles, to the influence of non-economic and parti(;ularly i)olitical 
events on economic life, and, as a result, the facts of the real economic 
world are disregarded. There is no single, normal trade cycle. (See 
liUtz: Das Konjmikturprohlem in der Nationalokonomie, 1932; the con¬ 
tributions of Stucken, Neisscr, Lutz, and myself to the Spiethoff 
Festschrift, Stand und ndchste Zukunft der Konjunkturforschu?ig, 1933; 
Tintncr: Prices in the Trade Cycle^ Vienna, 193.5; Hayek: “Price 
Expectations”, “Monetary Disturbances”, etc., in Readings in Business 
Cycle Theory^ Blakiston; also Chapter IV.) 

Note 22. It is significant that the same economists who emphasised 
in their progi*amme the role of “understanding” (“Verstchen”) in 
economics (see, for example, Sombart’s book Die Drei Nationalokom- 
mien, 1930) have done everj'thing possible to hinder the understanding 
of economic history by basing their work on these “stages” or “styles” 
or “real tyi)es ” of economic system. Here is a aise, not rare in the history 
of science, where there is a fundamental contrast between programme 
and performance in a particularly blatant form. Tlie scy)aration of 
economic history from the rest of history, and the illegitimate over¬ 
simplification involved in forming sucli “typical” cross-sections of 
economic life, make historical understanding impossible. 

Some authors such as Bechtel (op. cit.) and Miiller-Armack {Genealogie 
der Wirtschaftsstile, 1941) use the concept of a “style” of economy in 
quite a different sense from that of, for example, Spiethoff. They aim, 
with the help of their concept, at understanding the connections between 
the different aspects of the life of a period, for example, religion and 
art, and how they are bound up with economic life. The “style” 
characterises the whole life of a period; it is not intended to help over¬ 
come the Great Antimony, that is, not to solve the problem of the 
co-operation of history and theory in economics. It is, therefore, not 
relevant for us to comment fUrthcr on this concept here. The first 
question to ask about such a concept as this would be whether it is 
suitable for explaining the connections between economic events and 
other branches of life. For criticism of the theories of stages and styles 
of economic development, and for the relations between economic 
theory and history, see particularly A. Riistow: “Zu den Grundlagen 
der Wirtschaftswissenschaft”, in Revue de lafacultd des sciences dcono- 
miques, Istanbul, Vol. II, No. 2,1941, pp. 105 ff. 

Note 23. The hypostasising of general concepts has often played an 

12 
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important role in European intellectual history. One group of radical 
conceptual-realists in the Middle Ages saw in general concepts, such as 
warmth, or cold, or colour, real things like other particular things and 
ascribed to them a special kind of reality. They held that universals 
were substances which produced and determined particulars. Similarly 
we find to-day radical conceptual-realists, wdio, albeit unconsciously, 
in the way they use the concept of capitalism, are ascTiliing to it a 
higher reality beyond the particular individual facts of economic 
history, seeing it as determining these facts. They see capitalism as the 
causa efficiens not only of economic, but of all historical events. This 
magical or mystical treatment of the concept of capitalism dominates 
a considerable part of recent sociology and economics. 

A conspicuous example is the book by Schumpeter: Capitalism, 
Socialism and Democracy. This book not only relates the achievements 
of "‘capitalism” or tlic capitalist process in technology and economic 
life as though “capitalism ” were a person or real substaiicc. We hear, too, 
of the rise of capitalism, which created modern science, w hich sha])ed 
the development of j)ainting after Giotto, which created modern paci¬ 
ficism and modern international morality, but which has brought about 
a general hostility to itself which threatens th(* colla|)se of t he founda¬ 
tions on wdiieh it is built. Schumpeter is a positivist. Ilis aim is to 
portray the facts without taking up an attitude towTirds them. He aims, 
like Comte, the St. Simonians, and many other positivists, at describing 
laws of development as tliey arc to be found in history. He rejects the 
use of such terms as “force” or “cause” sin(‘c these are metaphysical. 
The result, however, is that he introduces an anthropomorphic super¬ 
natural force, capitalism, which beconuis the operating force in history. 
It is c.apitalism w'hi(;h is tlic source of the ideas of legislatures, of 
the scientists’ discoveries, of the moral philoso])hers’ ideas of value, and 
which even gives the painters their paiiit-briislies. It is as though one 
was reading a story about some all-powerful creature and its {ictivities. 
Since Comte, jjositivists have been proclaiming the supersession of 
theological and metaphysical w^ays of thought by the third stage of 
human intellectual liistory—that is, the positivist stage. Like Comte 
and many other positivists, Schumpeter do(‘,s not notice how far he is 
diverging from his own programme and falling back into magical or 
mystical thinking. Few metaphysicians have so unconcernedly worked 
with what is really only a personified substance and so confidently 
belie?ved that in it they have found the? effective? agent in all history. 

Modern conceptual realists could learn mue?h from the medieval 
debate over universals and from the failure in it of e?onceptual realism. 
The e?oursc of that debate? ought to be a warning to them. See B. Geyer: 
“Die patristische und scholastischc Philosophie”, Ueberweg’s Grundriss, 
2. Teil, H. Aufl., 1928, pp. 205 ff.; Windclband-Heirnsoeth: Lehrbuch der 
Geschichte der Philosophie, 1985, pp. 241 ff., and the literature mentioned 
there. For a thorough criticism sec Lotze: Lo^ik, 1874, para. 340 ff.; 
Husserl: Logische lintersuchungen, 2. Aufl. 1914, 2. Bd., pp. 106 ff. 
and 121 ff. On “conceptual” or “formalist” economics sec above 
pp. 50 ff. 

Concepts like “capitalism” or “socialism” are no substitute for the 
morphological study of the real economic world. 

Note 24. The attempt to summarise economic reality in “stages” or 
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“styles” of economic development (which resulted only in this develop¬ 
ment being lost sight of) is to be explained partly by lack of clarity 
about the logical character of the types whi(‘h were being worked with. 

While they are being constructed, a (;(Ttain amount of freedom is 
claimed for them as being “ideal” pi(!turcs or “ideal” types. Actual 
historical facets are to some extent disregarded, since it is only a question 
of an “ideal” picture. But after their construction it is explained that 
real economic conditions arc actually summarised, reproduced, or 
portrayed. At first it is maintained that such a tyi)e as the “city 
economy” represents an ideal i)icturc, and the facts which do not 
correspond with this picture can be disregarded. Later it is held that 
the “city economy” sliould be recognised as a representation of the 
actual economy of the Middle Ages after the twelfth century. In this 
way a subjective and arbitrary picture of economic? history is created. 

There are two errors in logical or scicntilic method here. Firsty the 
ideal type, which always simply selects one aspect of economic reality, 
is not distinguished from a real t3q)c which has to portray the real 
economic world. Secondly^ it is forgotten that in working out ideal tyi)es, 
as in working out real ty])es, a definite and strict procedure must be 
adhered to wliich excludes or limits subjectivity. So long as tyj)es are 
worked with carelessly, the harm they (?aiise will be serious. But worked 
out and applied in the right way, they are an extremely effective 
scicntilic tool. 

Note 25. On the reflations bctwc'cn classical political ecfonomy and 
the actual economic? world, and in particular the ec?onomy of its time, 
see p. 47. 

On the logical character and the validity of economic theory sec 
pp. 139, 173, 229, 248, 300, and Notes 54 and 07. 

Note 20. All j)articular economic problems are part problems of the 
two main economic problems. If the question is one of the organisation 
of a chemical concern, or of the structure of an agricultural co-operative, 
or about the formation of cartels in the (ierrnan agricultural macihinery 
industry, or about the structure of the German credit bsmks, then these 
are all sub-questions of the main problem of the German economic 
system, and they must always be approached as such. Similarly, if the 
question is one of the economic position of the chemical industry, or of 
the situation of the milk industr>% or of the development of output 
and prices in the agricultural machinery industry, or of the liquidity 
of the German credit banks, these are all sub-questions of the main 
question of the economic process in contemporary Germany. These 
examples themselves show how closely the two main problems hang 
together. 

We may already here give a warning about the complete impractica¬ 
bility of one way of attempting to solve this problem. The construction 
of particular theories and explanation of the economic process for 
each single system, would be quite impracticable. It would be to 
disregard the complexity of any actual economic system, to try to make 
it serve as a basis for theoretical analysis. A picture of any actual 
economic system does not provide the simple limited sets of conditions 
on which alone theories can be constructed. It is impossible to construct 
two special theories for the contemporary German or American economic 
systems in order to explain everyday economic life in Germany or 
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America. Quite another way must be sought. We shall return to this 
subject in Chapter IV of Part III. 

Note 27. The whole of Part III is a unity and like the whole of this 
book can only be understood as such. For readers who would like help 
in keeping this unity constantly before them, I would advise the use of 
the opening scetions of each chapter and particularly of Chapter IV. 

The objection might be made to the argument in the text that in 
referring ba(;k to the simple phenomena of economic life we do not 
find complex concepts like that of a peasant holding, or a household, or 
a sh(K‘-factory, etc. The elementary data are much simpler than this. 
It is only after severe theoretical work that concepts like those of “a 
peasant holding” or “household” are created. Two points should be 
made here. Firnt, this objection confuses two different levels of scientific, 
study. The cpiestion of how exj:)crienee comes to exist in the first place, 
and of how any concepts arc formed at all, is not one for the student of a 
particular science. It is a problem for the philosopher. The scientist in 
a particular field starts from everyday experience and tries to (ievelop 
bis scientific experience from that, and so to arrive at objectively valid 
conclusions, In order to understand the economic life of a village “A” 
economists have not got to ponder over the original sense data which 
constitute their experience. They rather start from everyday experience 
and use everyday concepts to study the farms, etc., which they find in 
the village. Secondly, the objection overlooks the reason why it is 
necessary to-day to lay such special emphasis on a direct approach to 
the economic facts. This is because so many fail to look at the facts, 
but put concepts like that of “capitalism”, etc., in the forefront and 
make deductions from these concepts. The actual world in front of 
them, which it is their task to understand scientifically, remains unex¬ 
plored. 

Note 28. On the two forms of abstraction, “generalising” abstraction 
and “abstraction of significant salient characteristics”, sec Lotze: 
Logik, 1874, pp. 40 f., 169 ff., and 176; W. Wundt: Logih, 1906, II, pp. 
11 ff.; and especially E. Husserl; lA)gisc/ic Untersuchimgen, 2. Bd., 
I. Teil, 2. Aufl., pp. 106 ff. and 216 f.; and also Cournot: Essaisurle 
fondement de nos connaissances, 3rd Ed., 1922, pp. 230 ff. 

In the abstraction of significant characteristics, a procedure which 
was first brought fully to development by modern science, the single 
asi)ects of any actual conditions are emphasised. In this way pure forms 
worked out, as is shown in the text, for a single household, a single 
firm, a single farm, or a single manor. “Generalising” abstraction, on 
the other hand, proceeds by surveying many facts and summarising the 
common characteristics of these facts in concepts. By surveying a large 
number of estates the concept and real type of a “household economy” 
is created, and from a large number of medieval cities the real type of 
“city economy”. See also pages 221, 226, 300, and Note 18. 

Note 29. On the monastery of Bobbio and other medieval manors 
of the early Middle Ages see L. M. Hartmann: op. cit.; H. Bickel: Die 
Wirtschaftsverhdltnisse des Klosters St. Gotten, 1914; A. Dopsch: 
Wirtschaftsentwicklung der Karolingerzeit, 1913. 

Note 30. On the productive system in the Middle Ages see the works 
mentioned in Notes 16 and 18 and, for the first centuries after the 
Renaissance, G. Aubin and A. Kiinze: Leinenerzeugung und Leine- 
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nabsatz im dstlichen MiiteldeutscKland zur Zeit der Zunftkaiife, 1040. 
The bilateral monopoly in the amber goods industry in Liibeck in the 
fifteenth century must be understood in connection with the amber raw 
material monopoly. (On this see Lubeckisches Vrkundenbuchy I, 6,1881, 
N. 448 and 586; W. Stieda in Mitteilungen des Vereins fur lAibeckische 
GeschichUy 1886, pp. 97 ff.; W. Tesdorpf: Gezvinnungy Verarbeitungy und 
Handel des Bernsteins in Preusseny 1887, pp. 6 ff.) A study of the 
important and peculiar system of amber production in the MiddJe 
Ages, making use of a scheme of different market forms, would be very 
fruitful. 

Note 31. A bibliography of the economic history of the earliest 
historical times and of the ancient world in the Mediterranean is to be 
found in the second volume of lleichclheim’s Wirtschaftsgeschichte des 
AltertumSy 1938 (see also Note 14). In the Inca empire the economic 
system was mainly that of a totally centralised economy (see H. 
Cunow: Geschichte und Kultur des InkareicheSy 1937; L. Baudoin: 
UEmpire socialistc des InkUy 1928, and the literature mentioned there; 
see also the articles “Inca” and “South America” in the Encyclopcrdia 
Britannica). 

Note 32. On the problems of the direction of a centrally administered 
economy see Collectivist Economic Planning, edited by Hayek, I^ondon, 
1935, and L. Miscs: Socialism. The attempts of recent deciades to solve 
these problems practi<!ally in many industrialised countries has l)rc)ught 
them to a new stage. For example, German experience in this field has 
been very extensive. In Gennany, after 1936, various methods were 
used for overcoming the problem. But it was found impossible to 
construct a satisfactory machinery for economic calculation in the 
centrally administered economy, in so far as this type of economy was 
realised. (See also my articles in the Jahrbuch fur Nationaldkonomie, 
Bd. 159, 1944, pp. 176 ff., and in Economica, 1948.) 

The extensive English and American literature of Taylor, Schumpeter, 
Lange, Leriier, and others is based on Barone’s well-known article of 
1908 (see Note 40). Barone seeks to prove that the Ministry of Pro¬ 
duction in a collectivist state must and can act as though perfect 
competition existed. It would first distribute claims to consumers’ goods, 
and then so direct the factors of production as to satisfy consumers’ 
demands, as would happen under perfect competition according to the 
cost principle. Economic calculation in the two cases would be essentially 
similar. This line of argument follows from the old (but still widely 
held) point of view that the “fundamental logic of economic behaviour 
is the same in an exchange economy as it is in a socialist economy, 
and that the solution in the one case holds for the other” (Schumpeter). 

But this thesis can neither be proved nor maintained. Barone and his 
followers start from the following initial conditions: the consumers 
make their own economic plans and the central administration so 
directs the entire process of production that the demands of consumers 
are met. It is not the plans of the central administration that are finally 
decisive as to the use of consumers’ goods, labour, and factors of pro¬ 
duction, but the plans and demands of consumers. The following 
criticism may be made of this peculiar model. In the real world this 
case has never occurred and most probably never will occur. A state 
will not collectivise the means of production in order straight away to 
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hand the control over them to consumers. It is entirely unrealistic to 
assume that the methods of a centrally administered economy would 
be used to transfer the control of the economic process from the ofTicials 
to consumers. This model is not in fact one of a centrally administered 
economy, but is a special kind of exchange economy in which, incident¬ 
ally, the principle of optimum output is upheld (see pp. 126, 288). The 
theoretical analysis of such a model cannot legitimately be used in 
dealing with contemporary problems of “ collectivist ” economic systems. 

If real centrally administered economics are studied, and not this 
model, it will be seen that their working is quite different from 
that of the exchange economy, particularly in the (^ase of perfect com¬ 
petition. Kconomic calculation (sec page 284), investment, saving, 
economic Ihictuatioiis (see page 2.59), the distribution of economic 
j>owcT (see page 204), and international trade, to refer only to a few 
groups of problems, arc in the two cases completely different. It is 
impossible to understand the real economic world, past or present, 
without understanding this fundamental difference, which expresses 
itself in all the events of everyday economic life. 

The magnitude of the task which the dircclors of a centrally admini¬ 
stered e(*onomy of an entire nation have to solve* results usually in 
independent authorities being entrusted with particular branches of 
the economy, for example coal, iron, timber, cement, etc. To reconcile 
the e(.‘onomic plans of all these authorities is extremely dillicult, because 
a satisfactory means of econonm? (‘alculatifon is lacking, as well as for 
other reasons. If the attempt at reconciliation is unsuccessful, then a 
kind of groiq) anarchy will result with a number of cenlral authorities, 
and only nominally a centrally administered economy. Usually none of 
these dilliculties ajopeiir in the simple centrally directed economy or 
f he indc'pendent economic unit. 

Sate ;i;{. Un a scale of reckoning as a necessary condition for the 
functioning of an exchange economy see G. Cassel: ThvoreliHche 
Sozialdkonomie, para. tO. 

Note 84. The theory of the different forms of market is old and was 
founded already by the Mercantilists, although they hardly got beyond 
an outline. 

The classical economists, because th(^y aimed at studying and dis¬ 
covering the natural course of the economy under natural conditions 
(sec ])agc 48), were not much interested in the different forms of mark€‘t 
in the real world. Ilccause of this, and later because of the division 
between historical and theoretical studies, the whole theory was dropped. 
Isolated attempts were made by Cournot {Hecherches sur les FrincipCH 
Mathemafiques de la Theorw den Richesses, 1838), Carl Menger {Grundsatze 
der Volkswirlschaftslehre, 1871, jip. 175 ff.), and others, but were not 
enough to bring about a change. 

This may explain why, up till now, there is not much clarity or 
agreement among economists, or in public discussion, as to what the 
important forms of market really are; for example, what perfect com¬ 
petition is. Perfect competition has been, and is still, often confused 
with “open markets”, although all forms of market can be and often 
have been “open”. But worst of all has been the confusion of “laissez- 
faire” with perfect comj)etition. Tliis can perhaps be understood for 
the beginning of the nineteenth century. It was then believed that by 
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abolishing public monopolies, privileges, vetoes, etc., the (condition of 
perfect competition could be produced. But it is inexcusable that this 
error was not recognised later in the ninctccnih century and that still 
to-day “laissez-faire.” is often identified with perfect cofnpetition. It 
could be easily shown that a policy of “laissez-faire” by no means 
results in perfect competition but in monopolies, partial monopolies, 
oligopolies, etc. This confusion is still to-day one of the most lasting of 
economic errors and particularly dangerous for those engaged in working 
out economic constitutions. 

Modern research has aimed at defining the forms of market- pre¬ 
cisely. We have referred in the text to the dangers. Often a system of 
market forms is constructed a priori instead of being obtained from 
economic reality and found in it. Systems of market forms of this kind 
do not rej)roducc the forms in the actual economic world. F()r example, 
perfect cornjietition is described as that form of market in which tfie 
influence of the individual is non-existent, which obviously is only the 
case when there is an infinite number of suppliers or demanders. 
Monopoly is defined as the opjiosite of this. That is, when a firm su])pli(^s 
the whol(‘ market and all possibilities of substilul(‘s arc excludeil, so 
that only one firm can be supplying all goods for Mu^ whole world. Both 
C!ases arc unrealistic and the real world lies in between them. Such 
definitions of competition and monopoly as these are of no help in 
getting to understand the variety of forms in t he real c(*onomic world. 
They are useless for defining ac^tual conditions. Working out the 
different forms of markets must start with the real phenomena. And 
these are to be found in the same w^ay as the other ideal types of economic 
system. They have to be discovered. This can be done by studying the 
economic plans of actual economic units; for the ])lanning data on 
which those taking jiart in a market constriud. their plans can be 
precis(^ly ascertained. It is from these plans and not from the behaviour 
of economic units, a concejit wdiich can be given varying content, that 
the forms of market can be discrovered. Forms of market obtained in 
this W'ay, by studying economic reality, can solv(‘ the double problem 
w ith wliich they are faced, that is the understanding of actual economic 
systems (see pp. 222, iU)8) and the jirovision of a basis for theoretical 
analysis to be applied to the economic process and its inter-cMinnections 
(see also page 227). 

Of the extensive recent literature see Bdhm-Bawerk: Kapitnl und 
Kapitalzins, Vol. 2, 3rd Ed., 1912, pp. 357 ff.; Wieksell: Lectures on 
Political Economy, Vol. I; Vareto: Manuel d'economic politique, 2nd Ed., 
1927, Ch. Ill, 40; SralTa in Economic Journal, 1920; ('haniberlin: 
Theory of Monopolistic Competition; E. Schneider: Heine Theorie mono- 
polistischer Wirtschaftsformr.n, 1932; J. Robinson: The Economics of 
Imperfect Competition, 1933, and her article, “What is Perfec^t C-oin- 
petition? ” in Economic Journal, 1935; R. hYisch: “ Monopolc-Polypolc 
lia notion de force dans I’^conomie”, Festschrift fur Westergaard, 1935; 
H. Stackelberg: Marktfmm und Gleichgcxoicht, 1934; also “Prol)leme 
der unvollkommenen Konkurrenz, Weltxvirtschaftliches Archiv, 48, 1938, 
and “Grundlagen der Nationak'ikonomic”, Weltxvirtschaftliches Archiv^ 
51, 1940; L. Micksch: Wetthewerb als Aufgabe, 2. AiiO., 1947; E. Lief- 
mann-Keil; Organisierte Konkurrenz-Preisbildung, 1936; Hans Moller; 
Kalkulation, Absatzpolitik und Preisbildung, 1941; for a tabular scheme 
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of market forms see Stackelberg: Marktform und Gleichgewicht, p. 8, 
and Miksch: op. cit.^ pp. 307 fl. On forms of market and economic 
power see p. 265 above. 

Note 35. For the barter economy see Wicksell: Lectures on Political 
Economy^ and C. Menger: Grundsdtze, 2nd ed., 1023, Chapter 9. 

Note 36. The analysis of monetary history is often made more 
ditlicult by the questions which are taken as the starting point. Usually 
monetary history is treated as a history of coinage or, especially under 
the influence of Knapp, from the point of view of legal history. It is 
only if economic questions arc put as to the origin of money, as to the 
forms of market in which it originates, and as to the relationship between 
the unit of accoimt and money, that theoretical treatment becomes 
possible. 

For the monetary history of the ancient world see Ebert’s article 
“Geld” in ItealUwikon der Vorgeschichtc, and numerous articles in 
Pauly-Wissowiis. ReaUeneycl. d. Klass. Altert. TFm. 4. Aufl.; Heichel- 
heim: op. cit. The descriptions of medieval monetary systems usually 
deal primarily with the history of eoimige. Hence they overlook the great 
significance of the notes of indebtedness of private people and of city 
and state authorities in the medieval economy. The difference between 
the unit of accomit and the means of exchange, such as existed on a 
considerable scale in the Middle Ages, is underestimated, and even the 
coined money is not really studied as an economic phenomenon. Of more 
recent w^orks on medieval economic history we might particularly 
mention in this connection: Kuske: op. dt.; G. Mickwitz: Aits 
Hexmler Handclslmchern^ 1038; M. M. Postan: “Private Financial 
Instruments in Medieval England” (Vierteljahrsschrift f. Soz. v. Wirt- 
schaffsgeschichte^ Bd. 23, 1030; M. Chiaudano; “Contratti di cambio, 
etc”. {VerdJJeniUcfmngen der Kgl. Ah. d. Wins, von Turin^ 1931); H. 
Laurent: La loi de Gresham an moyen dge^ 1933; I. Wackcrnagel: 
Stddtische Schuldscheine als Zahlungsmitted im 13. Jahrhundert, 1942. 

On the modern development of money and monetary systems see 
K. Helfferich: Das Geld, 6th Ed., 1923; E. Lukas: Aufgabcn des Geldes, 
1937; U. Stueken: Deutsche Geld- und Kreditpolitik, 1937; and F. Lutz: 
“Ncue Goldw’^ahrung”, Wcltxvirtschajlliches Archiv., 46, 1937. A large 
part of the investment, and therefore of the industrialisation, of the 
late nineteenth and early twentieth centuries would not have taken 
place if money in the form of notes and bank money had not been 
created by the granting of credit by the banks. By this imion of the 
granting of credit and the creation of money (or the repayment of 
credit and the cancellation of money), the whole relationship between 
investment and savings has been fundamentally altered. See A. Hahn: 
Volkswirtsckaftliche Theorie des Bankkredits, 3rd Ed., 1930; H. Gestrich: 
Kredit und Sparen, 2nd Ed., 1947. 

Note 37. On the subject of exchange economies with different forms 
of market, see Stackelberg: Marktform und GMchgetmcht, pp. 29 £f. and 
the literature mentioned there. 

Note 38. An error made by some of the older monetary theorists 
was that of starting from the concept of the general price level, an 
average quantity and a theoretical construction with w&ch the econo¬ 
mic subject, confronted simply with particular prices, never reckons. 
From the concept of a price level nothing further can be deduced. Such 
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an average quantity as the price level “can only be used, if necessary, 
at the end of an analysis to summarise a result and express in a single 
word or figure a total situation” (K. F. Maier; op, ciL, p. 18). See also 
Hayek; Prices and Production, 1931, pp. 3 ff.; Haberler: Der Sinn dcr 
Indcxzahlen, 1927, pp. 70 f.; and from another point of view, A. L/Vseh: 
Die rdunUiche Ordnung der Wirtscfiaft, 2. Aufl., 1944. 

Note 39. The classical economists often studied a form of exchange' 
economy in which perfect competition was taken to hold in all markets, 
and in which at the same time a metal currency was in circulation. 
They were dealing with an extremely interesting combination of a form 
of market and monetary system, but simply with a single jiarticular 
combination—a limiting case. Certainly the later classical economists 
went further than this when they recognised the importance for t he 
whole economic process of the creation of jjaper money, an important 
step in which connection the works of Ovcrstoiie (Tracts and other 
Publications, 1857, page 411) arc particularly interesting. 

The transition to a new way of formulating the problem was lirst 
made in Wieksell’s Interest and Prices, 1898. 

Note 40. Most accounts of the course of cvcaits in a centrally direcli'd 
economy start as a rule from the question of how the cconoini(^ j)roecss 
develops in such an economy, which is (contrasted with a mark(‘t 
economy, or “free” or (capitalist economy (see l^ireto: Manncl, ChaptcT 
0, pp. 52 ff.; E. Barone: “The Ministry’’ of Production in a Socialist 
State”, Collectivist Economic Planning*, Wieser: Natural Value, 1893; 
and the works mentioned in Note 32). Collectivism and a (jcntrally 
directed economy are not the same thing. C^ollectivism describes an 
actual condition completely absent at some times but realised at others. 
Central dire(;tion of the economy occurs at all times and among all 
peoples. It lias always been there and always is there. Certainly of I en 
there are only traces of central direction, but it has also often been the 
dominant element in an economic system, mostly in the simple form of 
the independent economy. Collectivism is an imprecise term for a number 
of different sorts of economic sy.stem in which elements of a centrally 
administered economy predominate. These elements of a centrally 
directed economy are always to be found in the real world and we 
extract them in order to discover an ideal tyi)e of economic system 
which we may use as an important model. This model is that of the 
centrally directed economy with its two forms, the simple centrally 
directed economy, and the centrally administered economy, each with 
its variants (see p. 119). In this way, as contrasted with other procedures, 
it is possible to understand the multiformity in economic history on 
the one hand, and on the other to construct models which represent 
precisely defined sets of conditions on the basis of which theories can be 
worked out. 

A theory of the centrally directed economy which has to explain the 
economic process and its relationsliips in this economic system is both 
necessary and possible. It is nccjessary because the economic process in 
a centralised economy takes a different course from what it does in an 
exchange economy, and therefore actual economic systems which art* 
predominantly uncler central direction take a different coiurse from 
systems in which elements of an exchange economy are predominant. 
For example, the relation between production and distribution in the 
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two cases is very different and the process of investment also. The 
influence of the tastes of individual consumers is much weaker, or 
completely excluded, in the centrally directed economy, consumers 
being quite }>oweTless, particularly in the centrally administered 
economy, which is, however, able to concentrate much more easily on 
meeting a particular coni])lex of requirements, for example, armaments. 
Moni‘y plays an entirely different role in the tw'o systems and economic 
power has a completely different significance. These differences have 
emerged especially prominently in recent years, and theorc*tical analysis 
has to study them precisely. A theory of tlie centrally directed economy 
is perftx'tly ])ossible, as our outline has tried to show, because the 
economic plans of the leaders, and therefore their actions, result from 
particular data and empirical rules, which makes it possible for the 
economic process and all its problems to be defined and described. One 
contemporary theoretical ctconomist holds the view “that with the 
exchange economy that field of study is disappearing in which alone, 
throughout the whole field of social scien(*e, regular objective rclation- 
shi])s can l)e ascertained'’. If he is right, then economics will have to 
abandon the understanding of a considerable part of economic reality. 
But lie is wrong. Economists must not withdraw from an ar(‘a where 
important knowledge is to lie, and must be, obtained. 

Note 41. On the need for a twofold treatment of stocks resulting from 
past production (partly as an economic problem and partly as an 
economic datum) see Kucken: Kapitaltheoretischc Unfersorhunfien, 15)34, 
and ‘•lIauptproi)lem der Kapitaltheorie”, Jahrbuch fur Nat., 15)37. 
On the problems of eai)ital, which we can only tou(;h upon in this book, 
sec the recent w’orks of H. Strigl: Kapital vnd Produkiion^ 15)34; 
V. Stackelberg: “Kapital und Zins in der stationaren Verkchrswirt- 
schaft”, Zeitsekrift fur Nationnlok,^ Bd. X, 15)41; E. Lindahl: Studies 
in the Theory of Money and Capital, 11)35); J. R. Hicks: Value and 
Capital; F. A, Hayek: Pure Theory of Capital, 15)41. 

Note 42. For the first empirical rule {(iossen’s first law) see Gossen: 
Kntvcieklang der Gesetze dcs menschliehcn Verkehrs, 18,'54, and the 
articles cited in the article “Bedurfnis” (in Ilandiv, d, Staatsw,, 4th 
Ed.) by II. Mayer. For the transformation of Gossen’s law into the law 
of diminishing marginal rate of substitution sec J. R. Hicks: op, dt., 
p. 11, and Stackelberg: “Entwicklungsstufen dcr Werttheorie”, Schweiz. 
Zeitschrift f. Volksw., 1047. 

Note 43. For the second empirical rule see T. N. Clarver: IVie Dis¬ 
tribution of Wealth, 1021, Chapter 2; Edgeworth: Papers, 1025, Vol. I; 
A. Mitscherlich: Die Bestimmung des Dungerhediirfnisses des Bodens, 
1024; E. Schneider: Theorie der Produktion, 1034; see also Morgenstern’s: 
bibliography in the Zeitschrift fur Nationalok., 1931, No. 4. 

For the third empirical rule, see E. v. Bdhm-Bawcrk: Kapital und 
Kapitalzins, 4th Ed., 1921; Burchardt in Weltwirtschaftliches Archiv,, 
1931-32; N. Kaldor in Econometrica, 1037, pp. 201 ff.; Strigl; Kapital 
und Produktion, 1934; E. Schneider in Jahrb.f. Nat., 1038; Eucken in 
Jahrb.f. Nat., 1940, pp. 113 ff. 

Note 44. On the problem of risk see Bohm-Bawerk; op. dt., Book 4, 
Section 1; Knight: Risk, Uncertainty and Profit; H. Marquardt: Die 
Ausrichtung der landmirtschaftlichen Produktion an den Preisen, 1084; 
Marquardt writes (pp. 128-29); “The problem of risk must be treated 
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as an independent theorctieaJ problem, ll, is impossible to disregard 
the element of risk without the praetieal man shrugging his shoulders 
and saying, ‘All this is quite different in i>ra(?tiee from what it is in 
theory’. Our investigation as it has developed, has shown more and more 
clearly that realistic theory must take account in its analysis of the 
element of risk if it is not to remain helpless in face of the facts”. 

On the problem of expectations sec C. Menger: (irumlsatzc dcr Volk- 
.vwirtschaftslchre, 2nd Ed., 192a, ]). 149; Ihgou: Industrial Fluctuations. 
2nd Ed., 1929; G. Myrdal: Monetary Equilibrium; Keynes; General 
Theoryy 1936, Chapt er 22. 

I^ote 45. There is a considerable unity in modern ecoiuanie theory, 
in the formulation of its problems, in its methods of thought, and in 
its j)rincipal results. It is by no means simply a discfonnecled series 
of propositions. For an introduction to modern economic theory we 
may refer readers to W. Rdpke: Die Lehre von der Wirtschajt, 4th Ed., 
1946; H. StrigI: Einfulminf* in die Grundlagen der Natioualdkonmnie. 
2nd lid., 1935; Staekelberg; Grimdzvgc der theorciisvhen Volkswirtschnfts- 
lehre, 1943; E. von Bdhm-Baw'erk: Kapital und Kapilalzins, 4th Ed., 
1921. See also Notes 8 and 10. 

The approach to problen\s of moiudary theory by w ay of an analysis 
of the individual economic unit is to be found among the older writers 
in C, Menger: Grundsdize der Volksidrtschaftslehre. 2nd Ed., 1923, 
}ip. 325 IT.; L. Walras; Elements, 1926, pp. 320 ff.; A. Marshall; Money, 
Credit and Commerce, 1923, pp. 282 It; for more ree(‘nt works see Iv. F. 
Maier; Goldimnderungcn, 1935; TI. Gestrieh: Kredit und Sparen, 2nd 
Ed., 1947; d. li. Hicks; “A Suggestion for Simplifying the Theory of 
Money ”, Econo mica, 1935. 

Note 46. On the concept of the static State and for criticism of this 
concept see Chapter 4 and the works mentioned in Note 58. 

It must be specially emphasised that the constancy of data necessary 
for a static State must be completely adhered to, that is, tastes or needs 
in the present and future must remain constant. For a static State it is 
necessary that in formulating this year’s economic plans the require¬ 
ments for the following year must be foreseen to be the same as this 
year. Correspondingly replacements must be provided for, so that the 
stocks of goods produced, particularly stocks of durable means of 
production, arc held at the same level. Otherwise the apparatus of pro¬ 
duction will be expanding or contracting. On the method of variations 
see also page 253. 

Note 47. The following criticism has been made of Robinson Crusoe 
analysis; “To try and conceive of a number of Crusocs living together 
in a community is as confusing as trying to imagine a complete bowd 
as the fragments into w'hitdi one is only subsequently going to smash 
it” (Gotti; Bedarf und Deckung, 1928, p. 70; for further eriticisiii see 
Diehl: Theorctische Nationaldkonomie, I, 2nd Ed., 1922, p. 4; Casscl: 
Grundgedmiken der Theoretischen Nalionalokonomie, 1926, pp. lOf.; 
Sombart: Die drei Nationalokonomiefi, 1930, p. 176). Certainly such an 
idea would be fantastic, but no one holds it. The purpose of Crusoe 
analysis is quite different. If we arc to continue to use this rather unfor¬ 
tunate comparison we may say that there is no need to fear that the 
bowl will be smashed. Wliat we do is simply, first, to study a small 
bowl, the construction of which is relatively simple to understand. Then 
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we turn to a number of larger bowls of more complicated construction, 
that is, the different forms of social economy, of which the structure and 
interrelationships can be more easily understood when we have first 
made a study of the smaller bowl. “It is for very good reasons”, said 
Bohm-Bawerk, “that we take a look for a time at Robinson Crusoe 
before we venture to approach the complex picture presented by the 
n^al economic world. But the proper field for our theory is the social 
economy”. On the great heuristic value of Crusoe analysis see M. 
Weber: Gesammelte Aufsdtze zur Wissenschaftslehrey 1922, p. 196; H. 
Dietzel in Jahrh, /. NaU^ 1890, Vol. 54; Bohm-Bawerk in the same 
journal, 1892, Vol. 58; G. Sulzer: Die Wirtschaftlichen Grundgesetze, 
1895, pp. 80 ff.; J. B. Clark: Distribution of Wealthy 1902, pp. 40 ff. 
For the Robinson Crusoe stories of the eighteenth century, which have 
no connection with modern theoretical economics, see H. Hettncr: 
Geschichtc der dculschen Literatur im 18. Jahrhundert, 6th Ed., 1912. 

For the great heuristic value of the concept of a barter economy, 
in spite of the contrasts between a barter economy and a money economy 
see the conclusive arguments in Wieksell’s Interest and Prices. For an 
examination of Say’s law for a barter economy and for a monetary 
economy see L. Micksch: Gibt es eine allgemeine Vberproduktion 'i 
1929. 

Vofe 48. Cassel’s work The Theory of Social Economy is the best known 
of the modern attemjits of theoretical economists to construct a unified 
theory of the exchange economy while disregarding the different forms 
of particular markets and giving only a subsidiary treatment of the 
socialist economy. Cassel’s intention is to study an exchange economy, 
leaving aside competition and monopoly, in which the cpiantities of 
goods are distributed for the Mdiolc economy in the most rational way. 
As the formation of pri(;es is stri(?tly according to the principles of cost, 
this one case alone is given exclusive study. Tlie theory thereby attains 
great formal unity, but is less suited for the explanation of the real 
economic world. (See W. Kromphardt: Die Systemidee im Aufbau der 
Cassclschen Theorie, 1927, and Schumpeter in Schmollers Jahrbuchy 1927, 
pp. 241 ff.) 

Some historical economists, partly with a view to bringing historical 
and theoretical economies closer together, liave tried to begin with a 
“timeless” theory and then go on to theories limited in application to a 
particular i)eriod. Si)iethoff, for example, talks of a “timeless economy”, 
to the theory of which he gives first place. By a “timeless” economy 
he understands a socaal economy directed by a single will, in which there 
are no independent economic units. This is simply a centrally directed 
economy like Wieser’s “simple economy”. Although for theoretical 
work it may prove convenient to apply the results of the analysis of a 
centrally directed economy to the analysis of the exchange economy, we 
are not entitled a priori to descrilie the centrally directed economy as a 
timeless economy. Which economic phenomena are subject to change 
and which are not cannot be laid down a priori but only a posteriori i 
that is, in the course of analysing the actual historical facts (Spiethoff in 
Sctimollers Jahrbtich^ 1932, pp. 892 and 918; Vleugels in Schmollers 
Jahrbuchj 1937, pp. 279 f.). 

Note 49. Propositions about changes in economic life resulting from 
changes in data are, when properly arrived at, logically necessary. 
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But sueli propositions cannot be made about changes which economic 
events bring in the data. Such statements are only problematical. 

Here are some examples: economic theory can state exactly how 
certain changes in data can result from a rise in wages. But whether and 
how far the rise in wages will lead to an increase in the elliciericy of the 
worker (that is, to a change in the datum “labour”) cannot be exactly 
determined. Attempts to do this have usually resulted in failure. 
Similarly monetary theory hclj>s one to prove precisely what changes in 
economic life would follow from a policy of deflation. In the real world 
a lengthy deflationary depression will in a modern state lead to severer 
politieral crises, to changes in economic policy, and to changes in the 
c(;onomic system. But whether these reactions in the data follow, and 
what sort of reactions they will be, depends so very much on the 
particular structure of the individual states and on many other historical 
fiicts, that economic theory must refrain from laying down any crertain 
conclusions. 

Note 50. The mistake of treating as data problems which themselves 
need a solution is often made in the theory of the balance of payments. 
Imports and exports of a (country arc regarded as given quantities in 
the balance of payments and then the relation between the debit and 
credit side of the balance is treated as explaining the level of the 
exchange rate and changes in it. But the imports and exports of a country 
are no more given quantities than the other items in the balance of 
payments. They depend on the prices in the trading countries as w'ell 
as on the rates of exchange. The theory of the balance of i)ayinents is 
incomplete and has had harmful effects on excliangc-rate i)olicy because 
it has not correctly described the causes of currency depreciations. 
(On this see llaberler; Theory of Intcrnatiomil Trade; Kucken: Kriiische 
Belrachlungcn zum deutschen Gcldproblem, 102fl, Chapter 1.) 

Note 51. Without some dividing line between what is to be taken as 
data and what not, theoretical study is impossible. All theoretical 
economists since the beginnings of economic theory work with data. 
That often these arc described not as data but as “given factors” or 
“basic conditions” or even “productive power” is not important. 
What is essential is that the data are often incompletely set out. 

What Friedrich List called “productive power” belongs really to 
what w^e call the economic data, lie describes this elsewhere and more 
extensively as follows: “It is scarcely possible to imagine a law or i)ublic 
regulation which docs not exercise a greater or lesser effect on the 
degree of productive power”. We would t)rcfer to say “which does not 
alter one of the data”. It must also be the task of economic policy “to 
stimulate and preserve the productive power of a country”. 

So far I-iist is quite right. But he is WTong when he calls for a theory 
of productive power which he wants to put side by side with the theory 
of value. By a theory of productive power he understands a theory 
which is to explain how the economic data in the real world have come 
into existence. An attempt to create such a theory is bound to fail 
because the formation of economic data in the real world can only be 
explained historically. For example, the question why Germany to-day 
has a particular population of particular abilities and level of education, 
or why a certain kind of social and legal system exists in Germany, can 
only be understood and explained historically. “Theoretical explanations 
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can only go as far as the data, to exj)lain which is no longer the task of 
economic theory”, said Bdhin-Bawerk in the course of a criticism 
of Wieser. He continued, “This particular datum is one of the 
technique of production w^hicli permits of no explanation by economic 
theory, any more than economic theory has the task of explaining, when 
analysing examples of Robinson Crusoe allocating live sacks of corn 
between different uses, why Crusoe has particular needs, why he puts 
them in a particular order, and what importance he attaches to the 
satisfaction of each one ” {Positive Thcortj of Capital., Kxkurs VII). 

On the subject of economic data see also J. B. Clark: Essentials of 
Economic Theorif, 1907; J. Schumpeter: Theory of Economic Develop¬ 
ment, 1984; and Archiv fur Soziakvissenschaft, 1910-17, x>P* 8ff.; II. 
Strigl: Die Okonomischer Kategorien mid die Organisation der IVirtscliaft, 
1928; L. Robbins: A 71 Es.sai/ on the Nature and Significance of Economic 
Science., 1982; F. Lutz: Das Konjunkturproblem in dcr Nalionalokonomie, 
1932, pp. 65 ff. and 110 ff.; Ciriocy-Wantrup: Agrarkrisen mid Stockungs- 
spannen, 1930, pp. 802 IT.; K. F. iMaier: op, cil,, pp. 56 IT.; F. W. Meyer: 
Dcr Ausgleich dcr Zahlungsbilanz, 1938, jip. 14 f. and 159 if. 

The different data need further classification into data from the i)oint 
of view of the individual economic unit, data from the point of view 
of the economy as a whole, x>lanning data, and ex post data. From our 
study the conclusion follows that the task of obtaining the data cannot 
be left to sociology or history, which are not fitted for carrying it out. 
The economist, when formulating economic problems and abstracting 
and analysing their significant characteristics, is bound to have to deal 
with the conditions on wdiich the course of economic events depends. 
It is these conditions which we are calling data. 

Note 52. On the economic system of the Jesuit community in 
Paraguay see P. Hernandez: Organizacion sozial dc las doctrinas 
Guaranies, 1912; M. Fassbinder: Der “Jesuitenstaat” in Paraguay, 
1926. 

Note 58. The influence of economics on the study of economic 
history has often not been favourable because a system of concepts 
has been applied which does not flo justice to historical reality. The 
very valuable works of Strieder are among those wdiich suffer from a 
very extensive use of the term “Capitalism”. 

Heichelheim (Wirtschaftsgeschichte dcs Altertums, 1988) attemids to 
use Spiethoff’s concept of the “style” of economic dcvcloiiment. I 
should like to repeat that the unsatisfactory results of this atteiiqd 
are not the fault of the historian but of the economist, who ought not 
to supply such unrealistic constructions as “stages” or “styles” of 
economic development, but a morphologkial system built out of 
historical reality which tlic economic historian can apjjly to actual 
economic systems, and with which he can explain them. (On this see 
A. Riistow: op, cit.) 

Note 54. There arc often misunderstandings about the knowledge 
with which the hypothetical propositions of economic theory provide 
us. It is held that economic theory consists simply of hypotheses, that 
is, of provisional conditional assumptions about an explanation, which 
may fill out a gap in our knowledge. This is a serious mistake from which 
an incorrect attitude to all theoretical work is apt to result. We are 
using the term “ hypothetical proposition ” in the strict logical sense 
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(that is, “if a tfien }>”). The hypothetical proposition states that a 
parti«;ular conclusion emerges from a particular premise. It is based on 
the principle of suirieient reason. Hypothetical propositions express 
logical reasoning and every thinking man is continually making use of 
them. The contrast to hypothetical propositions is, of course, categorical 
propositions (“x is y”). When rightly arrived at hypothetical pro¬ 
positions are unconditionally and absolutely true and in no sense 
provisionally so. Any textbook of logic makes this clear and mis¬ 
understandings on this i)oint arc scarcely ex(aisablc. 

Note 55. On the methodological problems of applied theory see 
the works mentioned in Note 51; on the difference between truth and 
relevance sec also my article “Hie (iberwindung dcs Ilistorisinus”, 
Schmollers Jahrhtu-hf 1938, p. 212; also pj). 227, 300, of this book. 

It is easy to understand why the application of theories has been 
neglc(ftc<1 in economics and in scientific method. For the formalist or 
“conceptuaF’ economist, or for Ihe dualist or pur(?ly empirical econo¬ 
mist, there is no rjucstion of an application of theory. It is useless to 
want to construct a particular applied theory; the application of 
abstract theories, if they are to explain actual liistorical conditions, 
must ])roeeed from ease to case. The distinction between abstract and 
concrete is confused, if an applied theory is contrasted with a so-called 
pure theory. 

Note 5f>. On the limils set by insulfieient information to the under¬ 
standing of economic life in ancient times see also pp. 75 IT. Economic 
history and economies must go as IVir as they can within these limits. 
They can only do this if they put first the question of the structure of 
the system and iin'esligatc the sources from this standpoint. 

Note 57. On the Creat Antimony and its solution sec also pp. 34,304 ff. 

Note 58. On the older literature conctming dynamic theories see 
Schumpeter: Theory of Economic Developnunt (on Schumpeter’s dynamic 
theory sec K. v. Heckerath in Schmollers Jahrbueh^ 102f), i>p. 1 ff.). Of 
recent literature w^e would mention particularly E. Lundberg: Studies 
in the Theory of Economic Exjmnsimi, 1937 (on this and on fhe position 
of the discussion in general see V. Smith in Weltzvirtschaftlickes Archiv, 
1938, pp. G13ff.); A. C. Pigou; 7Vie Economics of Stationary States; 
Keynes; General Theory of Employment, Interest and Money; A. H. 
Hansen: Economic Slahilisation in an Unbalanced World, On theories 
of development in (economic history and on their relation with Comte 
and Positivism, sec pp. 04, 70, and on the static State see p. 203. 

For accounts of modern trade-cycle analysis see Ropke; Crises and 
Cycles (introductory); G. Haberlcr: Prosperity and Depression, 3rd 
Ed., 1941. For a fundamental criticism of dynamic and trade-cycle 
theories sec also the works mentioned in Note 21. 

Criticism of trade-cycle theories has been met with the argument 
that it is not only particular trade cycles which have the quality of 
uniqueness, but all economic phenomena, for example, even prices. 
Therefore it must be equally possible to build not only a theory of prices, 
but a theory of the trade cycle. But this overlooks an essential dis¬ 
tinction. Prices are demanded and paid millions of times every day 
uniformly. Whereas a single trade cycle, for example, the German 
depression of 1907-8, or the following boom of 1909--13, are unique 
phenomena, not uniform and only showing certain similarities with 
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other cyclical movements. There is none of the uniformity which is to 
l)e fouiid in prices and which is an essential pre-condition for putting 
general theoretical questions about prices and for constructing a 
successful theory of prices. (See also my Kapitaltfieoretischc Unter- 
suchimgen, 1934, pp. 15 ff., on the uniformity of economic phenomena 
and on this entire question.) 

Note 59. Discussion of the problem of economic power by economists 
usually revolves around the question whether and how far it is economic 
law, or political ancl economic power, that decisively determines the 
economic process. In contrast with the theoretical economists who 
maintain that it is the former which is decisive, economic historians 
emphasise the importance of power though they do not investigate it 
j)reciscly. This antithesis and this question are not of much help and 
ouglit to disapj)ear. The first task of the economist is to ascertain the 
basic conditions on which economic power rests, and to study the 
effects of c(?oiioinic power in the real world. (This also leads to highly 
important conclusions for the problem of framing an economic con¬ 
stitution.) In a period like the present in wliich great concentrations of 
economic power are taking place on a large scale this task is an urgent 
one. 

On this (jucstion see Bdhm-llawerk: “Macht Oder okonomisches 
GesetzV”, Gesamm^lte Schriften, 1924, pp. 230 ff.; J. Schumpeter: 
“Das Grundprinzip der Verteilungstheoric”, Archiv fiir Sozialwissens’ 
chafU 1916-17; F. Keslncr: Organisationszivangy 2nd Ed., 1927, The 
attitude of the Historical School to modern problems of economic power 
was clearly expressed in the transactions of the Verein fur Sozialpolitik 
in 1905, which were opened with a paper hy Schmoller. 

On the ideologies of economic pressure groups see p. 26 ff. 

There is no history of economic ideas about powTr and of the attitude 
of economists to economic power from the MercJintilists onwards. On the 
general problems of power in history see Thucydides, Book V, Machia- 
velli’s Prince t and Jakob Burkhardt’s Aspects of World History, 

Note GO. On the “principle of meeting needs”, or “production for 
use”, as contrasted with the profit principle, see Sombart: Modern 
Capitalism, and Der Bourgeois, also his Ordnung des Wirtschaftslebens, 
2nd Ed., 1027; also Laum; Allgemeifu; Geschichte der Wirtschaft, 1932, 
pp. 20 f.; Spiethoff in Schmoll^s Jahrbuch, No. 5C, p. 911; Riistow, 
op, cit,, pp. 151 ff. On the economic attitude of mankind in the ancient 
world and in the Middle Ages see the works mentioned in Notes IG and 
18, also for the Middle Ages: G. Espinas: Les origines du capitalisine, I, 
1933; Strieder: “ Geldwirtschaft und Fruhkapitalismus”, in Vol. IV 
of the Propylaen WeltgeschicMe; Kelter in Schmoller $ Jahrbuch, 1932; 
Zwicdineck-Sudenhorst; Weltanschauung und Wirtschaft, 1942; and the 
works mentioned by Sieveking in his Wirtschaflsgeschichte, 1935, p. 79. 

Of course, not all the long-distance traders of the fourteenth century 
were like the Warendorps in Liibeck, or those of the late fifteenth 
century like the Fuggers in Augsburg. There were many differences 
and changes in the course of time in one and the same city and family. 
Very often generations of enterprising and adventurous men were 
succeeded by generations of rentiers. Such changes have in many 
cases left profound effects on medieval economic history. The attitude 
also of peasants and craftsmen has often changed. Often they have 
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been content with a certain standard of nutrition and often not; some¬ 
times they have been peaceful and sometimes aggressive. To characterise 
the economic attitude of medieval men as one of “meeting needs” 
and that of modern man as one of profit-seeking is in two respects 
unhistorical. A single word is being used to obscure the variations in the 
economic behaviour of different nations, regions, sociial strata, and 
periods; and a multiformity is being obscured which can be very easily 
traced in the medieval sources, and which everyone to-day who is 
active in the real economic world is aware of for his own time and 
country. Secondly, the contrast between tlie modern and medieval 
attitude to economic life is possly exaggerated and the human qualities 
which pervade it not sufficiently regarded. In the text we spoke of the 
similarities between medieval guildsmen and modern trade-unionists, 
and between the long-distance traders in the Middle Ages and the 
modern entrepreneurs. The dilTerenees were often not those they 
are usually imagined to be to-day. “If one has studied profoundly in the 
sources it becomes quite obvious that the old type of business man often 
had an economic morality far more disrcpiibibhi than the contemporary 
one. He profiteered, cheated, perjured himself, evaded taxes and duties, 
lie borrowed irresponsibly and tried to “do down” his creditors and 
make excessive profits. Such conduct simply corresponded to his still 
imperfectly developed economic status and is therefore scarcely to be 
w'ondered at” (Kuske). 

Note 61. On the economic principle see H. Dietzel: Thcorelisclic 
Sozialokonomik, 1895, pp. 175 f.; O. von Zwiedineek-Siidenhorst: 
AUgenieine Volksivirtschaftslehre, 1932, Introduction; H. Moller in 
Jahrbuch /. Nat. u. Stat, 1942, pj). 241 ff.; A. Fey; Der hamo wconomicus 
in (ler Klassischen Natimialokonomic und seine Kritik dutch den His- 
torismus, Marburg, 1936. It is perfectly correct to wish to prove (as 
recently W. A. Jdhr did in his Theoretische Grundlagen der IVirtschaft- 
spolitik, 1943, Vol. I, Chapter 8) that hiunan behaviour is not only to be 
explained by the striving for the maximum profit, that is, by “capi¬ 
talistic” motives. Self-preservation, fear, hatred, the lust for power, 
love, hunianitarianisni, and other motives, determine in very differing 
degrees men’s actions. But it is not to be concluded from this that 
l)eeause of extra-economic objectives and motives the economic principle 
is disregarded. 

The economic principle has nothing to do with the aims or piuq)oses 
of human actions. The aims differ greatly and may be egoistic or altru¬ 
istic, but it will always be according to the economic principle. The head 
of a monastery may well have no notions of aiming at the maximum 
profit and act entirely in the service of humanity, but in cultivating his 
fields, using raw materials, buying goods, and spending charitable gifts, 
he will be planning and acting in accordance with the economic principle. 
That is, he will be trying to Mfil a particular purpose with the minimum 
possible expenditure, in order to maximise the welfare from his fields, 
raw materials, etc. 

Note 62. From what we have said in the text it is clear that the 
antithesis, so often misapplied, of a “rational” as contrasted with a 
“frodi/iona/” economic policy must be very carefully handled. Only 
when an alteration in the level of prices, or in technical knowledge, or 
in some other datum, makes necessary some new combination of the 
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means of production, but while nevertheless the old obsolescent 
technique of production is maintained, does a discrepancy arise between 
rationalist and traditional economic beliavioiir. Otherwise if tc(dmical 
knowledge and other data remain approximately the same a traditional 
and a rational economic production policy come to the same thing. 
See H. Marquardt: op, cit. 

Note 63. Irving Fisher in his Elementary Principles of Economics^ 
1621, pp. 312 ff. and 137 ff., gives some examples from the labour 
market of a rise in price being followed by a diminution in supply. 
“Uecent experiments in the co.*il mines have shown”, says FishcT, “that 
a small rise in the wages of the workers causes them to work longer 
hours, but that a large rise (60 per cent, above the usual wage) makes 
for irregular work and a desire to lessen the hours of work”. See also 
Schumpeter’s article “Angebot” in Handxvorterhuch der Staatswiss^ 
4th Ed.; A. Tschajanow: Die Lehre x'on der bauerlichen Wirtschnft, 1923; 
for a mathematical treatment see Sta(*kclberg in Archiv fur mnthe- 
rnatisdic Wirtschafts- nnd Sozialforschung, 1938, Vt)l. IV. 

The Mercfintilists took it as a general rule that a fall in wages led to 
an increase in the supply of labour and this strongly iiillucnced Mcr- 
canlilist wage policy (sec E. K. lleckscher: Mercantilism), Marshall 
(Principles of Eemiomics^ Hook 6, Chapters 2 and 12) gave a warning 
that the number of these* cases should not be t^xaggerated. 

When we distinguish between two different kinds of behaviour, 
according as to whether a man has a. <*hanging or a constant lc\’cl of 
needs, we are referring to the needs for goods and not to that for leisure. 
This latter need is not taken account <)f. The worker who works less 
when wages are raised is satisfying his needs for other goods and 
services in the same way as before, but is satisfying more fully than 
before his nc(‘d for leisure. This separation between the need for leisure 
and other needs is legitimate, because as contrasted with the others it 
is i)reciscly by abstaining from economic activity that the need for 
leisure is satisfied. 

Note 64. The question of how the course of economic events is 
influenced by action according to the principle of maximum net receipts 
as contrasted with the principle of oirtimiim output, has never yet been 
answered in detail. A satisfactory theoretical study must put and answer 
this problem for the different types of economic system, for tlie different 
forms of centrally directed economy, and for the different forms of 
market and monetarj’^ systems. 

When the contrast between the profit motive and the principle of 
“meeting needs”, or “production for use” is abandoned, it will be much 
easier to answer the historical question as to the differences in men’s 
attitudes to economic life and how this affects the course of economic 
events. 

Note 65. At the beginning of the nineteenth and twentieth centuries 
scif'nce was dominated by the desire to study individual phenomena 
and to get a grasp of the whole variety of human behaviour throughout 
all the different periods of history. Here lay both its weakness and its 
strength. Its strcngtii was in stimulating a perception of the multi¬ 
formity and variety of the historical world. Its weakness was in carrying 
these efforts too far, and seeing the men of a particular period as con¬ 
stantly changing, not noticing that certain basic characteristics are 
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coiiiinon to luankiiid at all times and places. In this way the Historical 
School forfeited its ability to understand human behaviour. It saw not 
living human beings, but a seheme of developing “types”. It was in 
this way that such unhistoric;al and unrealistic contrast^ as that between 
the principle of “meeting needs” (or “i)roduction for use”) and the 
principle of the profit motive came to be adopted, and that the attempt 
was seriously made to try to characterise the whole economic spirit 
of entire periods of history by tlie one phrase or the other. 

The historians of the nineteenth and tlie beginning of the twentieth 
centuries saw as their task that of working out the peculiarities of the 
dilferent periods of history and of the different particular nations. 
This was sometliing of a regression as contrasted with that of the 
seventeenth and eiglitccnth (;enturies. Whether we are tliinking of 
Descartes or Kant, or of the economists, the conviction w'as firmly held 
that however great the dilTcrcnces between individual men might be, 
they did not comprise their entire eharac^tcr, but that throughout 
history there had been common basic (]ualities. This attitude often led 
to underestimation of tlie sfiecial cdiaraetcjristifjs of particular nations, 
periods, and personalities. Even the eeonoinif; man ^vas regarded by the 
classical economists as a constant uniform figure who, so they believed, 
could be found everywhere and at all times. On the other hand, the 
economists of that period were not, like their successors, blind to the 
basic permanent charaeteristJes of human behaviour. Here lay their 
strength and to this extent their understanding of human beings was 
the greater. 

A correct understanding of men in their ecuiiiomie life would involve a 
synthesis of these two attitudes. 

Mote 60. The concept of a type first njcciived a definite scientific 
content from Plato and, in particular, from Aristotle. Aristotle uses it 
in all his works in his persistent efforts to combine individual phenomena 
into wholes. The type stands somewhere between the individual pheno¬ 
menon and the general. “It aims at discovering the general permanent 
characteristics of phenomena, and at bringing together what is related 
in them, and thereby at helping towards a general explanation and 
solution ” (Hudolf hiucken: Die Methode dcr Aristotelischen Forschimg^ 
1872, pp. 44 f.). Aristotle’s conception of “types” was therefore near 
that of the real type. “One of the most significant developments in the 
sciences recently has been the simultaneous appearance of the concept 
of the type in a number of most widely differing fields, such as zoology, 
botany, crystallography, chemistry and philology” (W. Wundt: Logik, 
II, 3rd Ed., j). 55). It must be added that the use of the concept of the 
type was also spreading in history, psychology, and economics (see E. 
Seiterich: Die Logische Struktur dcs Typenbegriffs bci W. Stein, E. 
Sjrranger and M. Weber, 1930). These were mostly cases of the “real’" 
type. 

bn the building of “ideal” types Max Weber wrote: “They are 
obtained by a one-sided emphasis on one or more different charac¬ 
teristics, and by bringing together a quantity of different and discreet 
phenomena which agree in possessing the particular characteristic which 
has been one-sidedly extracted. These are unified into a single picture. 
In its full purity this picture is never to be foimd empirically in the 
real world. It is “utopian”, and the task of the historian is to ascertain 



848 The Foundations of Economics 

in each single case how near or how far the real world approximated 
to this ideal picture, that is, for example, how far the economic relations 
in a particular city corresponded to the concept of the ‘City Economy’ ” 
(Gesamrnelte Aufsatze zur Wissenschaftslehre, 1922, pp. 189 ff., 275 ff., 
372 ff.; and The Theory of Social and Economic Organisationy Chapter 1). 
AVhat Weber has to say on the construction of ideal types is not only 
very incomplete but contains serious defects. He failed to recognise both 
the fundamental differencje between real types and ideal types and their 
logical character, as wt.11 as the diflerences in the process of abstraction 
in constructing the two kinds of types. Consequently what he calls an 
“ideal type” is very vaguely defined. Certainly he criticised the wide¬ 
spread misuse of “real” tjrpcs (see above, p. 91), but at the same time 
he a(?cepted Bucher’s “stages” of economic development as ideal types 
(e.g. in Handxvorterbuch der Staatsimsscnschaften, 3rd Ed., article 
“Agrargeschichte des Altertums”). He calls both the medieval “city 
economy” and the quite differently constructed model of a Crusoe 
economy “ideal types”, thereby contributing to the usual confusion 
between ideal types and real tyi)es which we have already discussed 
(see Note 24). It is necessary to criticise Max AVeber here because his 
vie>vs about the construction of types are still influential to-day, and 
because it is essential to clear up this important (*omplex of problems. 
We arc not trying to develop a new concept of the ideal type in opj>osition 
to Weber’s, but simply to define precisely and completely what Weber 
treated obscurely and incompletely. (On Max Weber sec B. Pfister: 
Die Entwicklimg zum Jdealtypm, 1928; v. Schelting: Max Webers 
Wissmschaftslehrey 1936, pp. 319 ff.) As regards the namc^ itself sec 
Sigwart (Logiky II, 2nd Ed., 1893, pp. 240 f.), who spoke of “types 
which 'wc regard as ideal or perfect for the purj)osc of comparing 
particular examples with them”. Perhaps Max Weber was influenced 
by Si|.vwart’s theory. The influence of Weber’s theory of typ(!S has been 
strange. Not only w^as it taken over with all its considerable defects, 
but it was even believed that Weber had discovered the ideal tyj:)e. 
For this latter misunderstanding Weber himself was in no way respon¬ 
sible. Theoretical studies had already long before made use of ideal 
t>’pes, as Weber himself emphasised. The classical economists used such 
intellectual models. Thiinen, for example, did so too, and made some 
brilliant remarks about their logical character (preface to the 2nd Ed. 
of his Isolated State, also N. Senior; Lectures on Political Economy, 
1852; J. S. Mill; Logic, 5th FM., Book 6, Chapter 9, para. 3). It is 
hardly necessary to refer to the use of types in modern theoretical 
studies, although their logical character has often not been clearly 
understood. 

On the difference between real types and ideal types we may point 
out that the “household economy” of Bucher is a real type. Tlie concept 
of a household economy is intended to explain or represent economic 
reality in the ancient world and in the early Middle Ages. On the other 
hand, the isolated state of Thiinen is an ideal type which is used as an 
intellectual model. It is a state with a large town lying in the middle 
of a fertile plain of which the land is uniform in quality and which is 
cut off from the rest of the world by an impenetrable wilderness, and 
where perfect competition prevails tl^ughout. Thiinen is not portraying 
any real state of affairs with his isolated state, but he obtains it from the 
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study of the renl world. He extracted one aspect of the real economic 
world and worked out from it this ideal type, which helps him to 
reveal the relationships between actual events. In the same way we 
have discovered the different forms of economic systems, the types of 
c^entrally directed economy, the forms of market, and the monetary 
systems. In fact, we have discovered our whole morphological system 
in the facts of the real economic world. That is where they are and where 
the scientist has to discover them. These different systems do not 
exist in their pure form, but are often mixed with one another. In so 
far as we extract their significant characteristics we isolate them from 
their particular combination in the real world and give them a pure form. 
Thus we arrive at our types, which do not portray by themselves the 
real economic world, but are really “ideal” in the logical sense. The 
contrast between “real” and “ideal” types is a logical one. Neither 
“ideal” nor “real” is meant normatively; the “ideal” type is not an 
ideal of perfection, and is in no way an ethical concept (see also p. 69 
and Note 18 and the references given there). 

The question has arisen of how the ideal types are related with what 
are called “models”. The pure forms which are abstracted from the 
real economic world are used as models from which theoretical deduc¬ 
tions follow. For example, “monopoly” has been and is usually com¬ 
bined with other forms, but wc isolate it and use it as a model or ideal 
type, that is, a precise set of conditions on the basis of which the theory 
of monopoly explains how jiriccs are formed and what quantities are 
supplied. Models when correctly worked out are not “constructed”. 
Quite the opposite. 

If models are simply constructed a prioriy as has often been the case 
with the different forms of market (see cxamjdes in Note 34), then 
naturally one can make as many different models as one wishes, but 
their value will be small for understanding economic life, and so will 
that of the theories which arc built on them. Such models serve only as 
an intellectual game, like chess. Certain conditions are fixed and then 
deductive reasoning has a full field to play in. Nobody holds that the 
game of chess resembles anything in the real world, or is applicable for 
understanding its problems, nor is an intellectual game such as that 
played with arbitrarily constructed models. The theory of types and the 
analysis of the different forms of economic life is still full of difficulties. 
This is comprehensible, for the abstraction of significant characteristics, 
and the discovery of pure forms in the real economic world, is something 
quite different from the massing together of unanalysed facts in 
“stages” or “styles” of economic development, as carried on by the 
Historical School. The working out of the different forms of markets, 
and of all other types, can only be achieved by economists working on 
the phenomena of the real world, that is firms and households, studying 
them morphologically, and refraining from being led away from their 
field of study by outside discussions. 

Note 67. On the logical character of economic theory see p. 230 and 
Note 25. Goethe said very relevantly {Maxims and ReflectionSy Jubil&um 
Edition, IV, p. 231): “Theory by itself is only useftil in so far as it 
makes us see the relations between different phenomena”. Schiller too, 
whose work on scientific method should not be overlooked, distinguishes 
very significantly between three levels of understanding. At the common 



350 


The Foundations of Economics 

empirical level, “which does not go beyond the mere empirical pheno¬ 
menon itself”, perceptions are always “single and accidental”. Common 
empiricism has only a single empirical clement and nothing beyond. 
Rationalism looks for “the causes behind phenomena”. “The use of 
the imderstanding in my opinion is a necessary condition sine qua non 
of all science, but it is in danger of separating what in nature is con¬ 
nected”. At the third level, that of “rational empiricism”, as Schiller 
calls it, common emj)iricism and rationalism are combined into scientific 
understanding. “So we find that only a full and free working of our 
intellectual iK>wers combined with the purest and widest use of our 
sense perceptions makes for scientific understanding” (letter to Goethe 
of 19 January, 1798). Schiller has certainly described the decisive step. 
Further see Lotze: Lo^ic, 1874, pp. 92 ff., 175 ff., 378 IT. 

Note 08. On definitions, their value, their role, and their misuse, see 
pp. 25, 50, 95, 133, 298, and Notes 1, 9, and 23. 

Note 09. Ilusscrl: Logische Vntersuchungen^ I, 15; sec also above, 
pp. 37 ff. 

Note 70. The discussion of the Historical School and its methods in 
Schmollers Jahrbuch for 1937 and 1938 gives a description of how the 
idea of truth was undermined and destroyed during the nineteenth 
and the beginning of the tw^entieth century by the “historicising” of 
all branches of thought and of values, aiul particularly of economics. 
This discussion suffered somewdiat from the fact that the j)ersonality 
of Schmoller himself was too much in the forefront. In reality “His- 
torismus” with its notion of the relativity of truth was a movement 
which affected the whole intellectual life of the t ime. 

But it involved itself in contradictions. Schijm])cter writes: “The 
purpose and value of this intellectual approach are (dear. As far as 
practical sci<;ntilic work is concerned wc are operating not with “trutlis” 
but with methods'^ that is, simply working on the data in sucli a way as 
to arrive at results which correspond with our observations (preface to 
the 4th Ed., Theory of Economic Development, 1935). In criticism of this 
wc must add that every relativist, inclucling Schumpeter himself, 
claims that his relativist principles are true absolutely, and in spite of 
disclaimers to the contrary works with a con(;cpt of truth which is 
thus in contradiction with his owm principles. Similarly Pareto, with 
his great influence, wiio was constantly concerned to prove that the 
notion of truth can be dispensed with, nevertheless regarded this 
“truth” as true. “Speiigler’s work”, said Ortega, “contradicts itself in 
that he does not notice that his proof of the relativity of cultures, that 
is of men’s actions, has itself an absolute form. In so far as the historian 
discovers the relativity of human history he is concerned with knowledge 
which is no longer merely relative” {Die Aufgnbe unserer Zeit, pp. 228 f.). 
“Everything is relative only my relativist opinion is absolute”. This is 
surely a position which it is diflicult to believe and maintain. 

Note 71. For the treatment of e<:onomic problems from the standpoint 
of general history see pp. 91,223, 247, 256, 295. 

Note 72. On the contrast between our concept of economic systems 
on the one hand and the “stages” and “styles” of economic develop¬ 
ment on the other see pp. 90, 109, 223. 

On the impossibility of creating a special theory for each economic 
system see pp. 99, 235, 236, and Note 26. 
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Note 73. The separation of economic theory from the theory of 
business administration results simply from a misunderstanding of their 
problems. On the attitude of recent writings on business administration 
see M. Lohmann in Weltw. Archiv., 1936, Vol. 44. Of recent work on 
business administration in which its relations with economic theory are 
maintained wc would mention M. H. Lehmann: Allgemeine Betriebs- 
wirtsrhaftslehre, 1928; W. Prion: JHe Ijehrc vom Wirbschaftsbetrieb, 193.5, 
especially Book I; M. Lohmann: Beiriebsioirlschoftslehrc, 1930. 

Note 74. On conteinjjorary problems of economic constitutional 
policy and their solution see the w'orks mentioned in Note 19. 

Note 75. On the relation between law and economies sec F. Bohm: 
Weltbewerb und Monopolkampf, 1933, and Vie Ordnunff der Wirtschajt, 
1937; H. Grossmann-Doerth in Der Hunseat, Rechis-Zeitschr,, 20. 
Jahrg., 1937, pp. 282 IT.; G. Schmdlders in Zeitschrift fur die ffcsarnte 
Staatswisscnschaft, Vol. 101, 1940, pp. 64 IT. The theory of the dilTercnt 
forms of market ought to be particularly fruitful for legal thinking and 
legal policy. For example, property rights for someone who is a mono¬ 
polist are entirely dilfereiit in c*ontent from thos(‘ of someone who is in 
competition with others. The monopcilisl owner of a mineral spring wlio 
supplies a village with water is in an entirely different position from the 
owner of a spring who is in eonipcdition w'ilh other suj>pli(‘rs. In the 
ease, of the monopolist, his power is much larger and the inhabitants of 
the village are dej)endeiit on the owner of the spring, unless fresh 
coniiietition in the supj)ly of water enicTges. The proldems of limiting 
f)roi)erty rights, and of the legal force of contracts, have an entirely 
different signilieance according to the form of market. They ha’^^e to lx; 
treated differently both from the point of view' of policy and from that 
of s<‘ientilic study, according to the different forms of market obtaining 
in each case. 

1 wish to acknowledge a debt of thanks to various colleagues and others 
for many valuable suggestions. Paul Ilensel and Hans Otto Lend of 
Freiburg were kind enough to read the proofs. Once more I owe a very 
special debt of thanks to my wife. 
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266 9, 289 90, 335, 351; C(»l- 
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empirical rules of, 186 -92; 
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Prices in exchange economy, 137 IT. 
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Produced goods, stocks of, 181-5 
Profit motive, 275 80, 344-5 
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Relativism, 65, 305 6, 350 
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Robinson Crusoe economy, 208-10, 
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64 ff., 308 11*., 324-6, 328-9, 
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Static state, 203-5, 339 
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66 ff., 308 ff., 326, 328-9, 

330 1 

Supjilv and demand, 132; basic! 
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forms, 152-6; “open” forms, 
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Task of ( coiiomists, 173 7 
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propositions, 40 1, 222, 233 ff., 
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Time structure of production, 
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